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UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF WASHINGTON
AT SEATTLE

Master File No. C06-794RSL, .

- ORDER CERTIFYING QUESTION TO
THE WASHINGTON STATE
SUPREME COURT

Inre F5 NETWORKS INC. DERIVATIVE
LITIGATION.

N N N N N

On May 20, 2008, the Court ordered the partles in this case to show cause why the Court
should not certify a-question asklng the Washmgton State Supreme Court to provide the -
substantive standard establishing when demand is excused urider RCW 23B.07. 400(2) ina
shareholder derlvatlve action against a Washington corporatlon See Dkt. #92 (Order to Show
Cause). The 1ndrv1dual defendants Who responded to the order, and 'nommal defendant F5 '
Networks, Inc. (“FS”) do not oppose certification. See Dkt. ## 94, 95, 97. Plaintiffs aSsert‘ in
response that certification is unnécessary because: (1) the Washington State Supreme Court, 1f
asked, would lrkely adopt Delaware’s demand futllll'y standard; and (2) the “case could be

mooted by future ‘events” given that F5 mrght appoint a special htlgatzon committee that would

"‘llkely seek to terminate and/or othérwise resolve the pendmg actron ” See Dkt. #96 at. 1 4.5

Plaintiffs’ primary objection, however, is delay. L(L at 5 (“[S]rgmﬁcant amounts of public and
private resources can be conserved by deeiding the pending motions to dismiss without

certifying the proper pleading burden for futility of demand to the Washington Supreme

ORDER CERTIFYING QUESTION TO THE
WASHINGTON STATE SUPREME COURT
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Court.”).

The Court-finds plaintiffs’ arguments in response to the Order to Show Cause unavailing.
First, as set forth in the Court’s Order to Show Cause, the extent to which the Wéshihgton State
Supreme Court follows Delaware law on the issue of demand futility is an open question. See
Dkt. #92 at 3-7. Secdnd, speciilation by the ,plaintiffs that future actions might moot issues in
this case does not affect the threshold, and potentially dispositive, issue of demand futility
pending before the Court. See Dkt.' #80 (FS’s Motion To Dismiss Amended Complaint For
Failure To Make Demand). Finally, while the certiﬁcation process will cause some delay in this
case, flle procedure serves the two broader judicial interests of efﬁcivency and comity: as noted .
by the United States Supreme Court, in the long run certification saves “time; energy and

resources and helps build a cooperative judicial federalism.” ‘Lehman Bros. v. Schein, 416 U.S.

386,391 (1974). And, for the reasons set forth in the Court’s‘Order to Show Cause, the Court. is .
of the opinion that certification is necessary under RCW 2.60.020 to ascertain, as a matter of |

first impression; Washington’s- substantive standard for es'tablishing when demand is excused

.pursua'nt to RCW 23B_.07.400(2) in a shareholder derivative action against a Washington

corporation. ,
Therefore, the Court respectfully certifies the following question to the Washington State

Supreme Court:

“What test does Washington apply to determine whether allegations made pursuant
to RCW 23B.07.400(2) by a shareholder seeking to initiate derivative litigation on
behalf of a Washington corporation excuse that shareholder from first making
demand on the board of directors to bring that litigation on behalf of the
corporation?; and : '

~ If Washington follows Delaware’s demand futility standard, does it also follow the A
reasoning of Ryan v. Gifford, 918 A.2d 341 (Del. Ch. 2007) in cases where the
improper backdating of stock options has been alleged?”

' The Court does not intend its framing of the question to restrict the Washington State »

Supreme Court’s consideration of any issues that it determines are relevant. If the Washington

ORDER CERTIFYING QUESTION TO THE
WASHINGTON STATE SUPREME COURT - - -2-
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State Supreme Court decxdes to 001131der the certified question, it may in its d1scret10n

reformulale the quesuon See, e.g., Keystone Land & Dev Co. v. Xerox Corp., 353 F.3d 1093,

1098 (9th Cu. 2003). 4
The Clerk of Court is directed-to submit to the Washington State Supreme Court certified

-copies of this Order, a copy of the docket in the above-captioned matter, and Dkt. ## 1, 37, 39,

49, 50, 53, 54, 59,60, 67, 69, 74, 80, 81, 84, 86, 87, 89, 90, 92, 94-97. The record so compiled
contains all matters in'the pending cause deemed material for consideration of the local law in
question certified for answer. See RCW 2.60.010, 2.60.630.

.~ The matter is hereby STAYED pending the Washingten State Supreme Court’s decision
whether it will accept review, and if so, receipt, of the certlﬁed answer to the certified question.

If the Washmgton State Supreme Court accepts review of the certified question, the Court

designates F5 as the party to file the first brief under RAP 1_6.16(e)(1). The Clerk of Court shall -
notify the perties as soon as possible, but no more than three days, afte.rf the a_bove—described :
record‘ is filed with t-he Washing‘eon State Suprerﬁe Court. The parties afe referred to RAP 16.16
and RCW 2.60. 030 for addltlonal 1nformat10n regarding the procedure before the Washlngton

State Supreme Court.

DATED this 3rd day of July, 2008.

~ Robert S. Lasnik :
United States District Judge

ORDER -CERTIFYING QUESTION TO THE . _
WASHINGTON STATE SUPREME COURT . -3-
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UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF WASHINGTON
AT SEATTLE

-Master File No. C06-794RSL

In re FS NETWORKS, INC. DERIVATIVE 4
ORDER TO SHOW CAUSE ‘

LITIGATION

I N NN

I. INTRODUCTION

This matter comes before the Court on “Nominal Defendant F5 Networks Inc.’s Motion

| to Dismiss Amended Complaint for Failure to Make Demand” (Dkt #49). In its motion,

nominal defendant FS Networks, Inc. (“FS”) requests dismissal of p_laintiffs’ derivative
complaint because plaintiffs did net make a pre—litigation demahd on F5’s board of directors and
plaintiffs have failed to plead particularized facts showing that demand was excused as futile.

As set forth below, the Court orders the parties to show cause why the Court should not certify a

quesuon asking the Washmgton State Supreme Court to provide the substantive standard

establishing when demand is excused under RCW 23B.07. 400(2) in a shareholder derivative

act1on agamstaWashmgton corporation. T T

_ - IL. DISCUSSION:
A. Background "

This action arises out of the recent publicity focused on companies that allegedly

ORDER TO SHOW CAUSE -
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backdated stock options as a form of compensation to high-level executxves On May 16, 2006,
the Center for Financial Research and Analysis (“CFRA”) issued a report entltled “Optlons
Backdating, Which Companies Are At Risk?” in which CFRA reviewed the option prices of 100
public companies and, based upon an analysis_.'of the exercise prices of option grants with
reference to the companies’ stock prices, concluded that 17% of the subject companies, were in
CFRA’s view, “at risk for having backdated option grants during the period 1997 to 2002.” See
Dkt. #54; Ex. | (F5’s Form 10-K/A filed with the SEC on Déeember 12, 2006) at 20. FS5 was

‘one of the 17 companies So identified. Id.; see also 'James Bandler et al., Criminal Probe Of |

UnitedHealth’s Options Begins, Wall St. J ., May 18, 2006, at C1 (;cAll acecounting-research-firm

‘this week identiﬁed 17 companies it termed as having ‘the highest risk of having backdated
options.””). Shortly thereafter F5 announced that it had received a grand j Ju1y subpoena from
the Eastern District of New York and a notice of mformal inquiry from the Securities and
Exchange Commlssmn (“SEC”) See Dkt. #54, Ex. 1 at 10. This set off a rush to the

courthouse.

_In 2006; there were a total of six F5 related shareholder derivative actions pending before

this Court: (1) Hutton v. McAdam, et al. (Case No. C06-794RSL); (2) Wright v. Amdahl. et al.

(Case No. C06-872RSL); (3) Adams v. Amdahl, et al. (Caee No. C06-873RSL); (4) Locals 302 -

.and 612 of the Int’l Union of Overatin;z Enﬁ’rs-Emplovers Cohstr. Indus. Ret. Trust v. McAdam,

et al. (Case No. 06-1057RSL) (heremafter “Locals Trust”); (5) Easton v. McAdam, et al. (Case
No. C06-1145RSL); and (6) Sommerv McAdam, et al. (Case No. C06- 1229RSL). On

September 12, 2006, the Court remanded the Wright and Adams actions to King County

 Superior Court, and on September 28, 2006, the Court signed an order granting the parties’ |

stipulation for remand in Sommer. See Dkt. #22 in C06-872; Dkt. #34 in C06-873; and Dkt. #18

in C06-1229. Wright, Adams, and Sommer were consolidated in King County Superior Court

before the Honorable William L. Downing and have been stayed pending the federal court
actions (see King County Superior Court Nos. 06-2-17195-1SEA; 06-2-19159-5SEA; and 06-2-

ORDER TO SHOW CAUSE . 2-
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26248¥4SEA). On October 2, 2006, the Court signed an order on the parties’ stipulation in

Hutton, Locals Trust, and Easton, consolidating these actions for all purposes, appointing lead

plaintiff and lead counsel, and setting the schedule for filing a consolidated complaint. See Dkt.
#37 in C06—794: Under this order, Locals 302 and 612 of the International Union of Operating
Engillleers—Employers Construction Industry Retirement Trust (hereinafter “Locals 302 and 6127
or “lead plaintiff”) was appdinted lead plaintiff charged with filing a consolidéted complaint. Id.
at 3. On November 20, 2006, lead plziintiff filed a-“Consolidated Verified Shareholders
Derivative Complaint” (Dkt. #39) (hereinafter the ;‘Corﬁplaint”). On Feb.rua'u'y 28, 2007, F5
filed a motion to dismiss for failure to make demand. See Dkt. #49. On August 6; 2007, the

‘Court granted the motion to dismiss with leave to amend because the Court found that it would
not have been futile for plaintiffs to make a pre.—litigafion demand on F5°’s directors. See Dkt.

| #69 (Order Gréntin‘g Nominal Defendant F5 Networks, Inc.’s Motion to Dismiss for Failure to

Make Demand). On September 14, 2007, plaintiffs filed an amended consolidated verified

‘shareholder deri';fative 'cornplaint. See Dkt. #74. ‘F 5 moyed again to dismiss the complaint 4 ‘

contending demand was not excused, and this motion is now pending before the Court for

| coﬁsi‘d-er.élt—ion: Séee Dkt. #80.

B. Aﬁalysis
1. | Washington has not esfablished a substantive demand futility standard.
. In this shareholder derivative action, F5 moves for a 'se.oond time to dismiss plaintiffs’
suit for failure to méke pre-litigation-demand on F5’s board of directors. The purpose of a
derivative action is to “place in the hands of the individual shareholder a means to protect the

interests of the corporation from the misfeasance and malfeasance of faithless directors and

managers.” Kamen v. Kemper Fin. Serv., Inc., 500 U.S. 90, 95 (1991) (quotation marks and

citation omitted).. To prevent abuse of this remedy, however, shareholder derivative complaints
are governed by the pleading requirements of Fed. R. Civ. P. 23. 1(b), which states, in parf:

“[t]he compldint must . . . (3) state with particularity: (A) any effort by the piéintiff to obtain the

ORDER TO SHOW CAUSE ' -3-
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desired action from the director's”or comparable authority and, if necessary, from the
shareholders or members; and (B) the reasons for not obtéining the action or not making the
effort.” Id. In this c.ase, plaintiffs do not allege that they made.a demand on F5’s board of
directors. Instead, plaintiffs claim that demand was éxcused because it would have been futile.
See, e.g., Dkt. #74 at 1]175 (“A pre-filing demand would be a useless and futile act”). |

“[A] court that is entertaining a derivative action . . . must apply the demand futility

exception as it is defined by the law of the State of incorporation.” Kamen, 500 U.S. at 108-

109; In re Silicon Graphics Inc. Securities Litig., 183 F.3d 970, 990 (9th Cir. 1999) (“For

‘[demand futility] standards, we turn to the law of the state of incorporation”). F5 was
incorporated in Washington State, so Washington law applies on this issue. Washington has a

procedural demand requirement set forth in RCW 23B.07.400(2), “Derivative proceedings

| procedure,” which states:

A complaint in a proceeding brought in the right of a corporation must be verified
and allege with particularity the demand made, if any, to obtain action by the

board ofg directors and either that demand was refused or ignored or why a demand
was not made.  Whether or not a demand for action was made; if the corporation
commences an investigation of the charges made in the demand or complaint, the -
court may stay any proceeding until the investigation is complete. S

Although RCW 23B.07.400(2) sets forth the procedural demand requirement, Washington courts
have neither interpreted this pfovi'sion nor adopted a substantive demand requiremerit.‘ See .
Kamen, 500 U.S. at 96 (“[T]he demand doctrine . . . clearly is a matter of ‘substance’ not

‘procedure;”’). But, it is clear under Washington law that “[d]erivative suits are disfavored and

' At oral argument on August 1, 2007, F5’s counsel noted the absence of Washington law

| concerning the substantive standard for when demand is excused. See DkE. #84 (Transcript of .

proceedings) at 3:21-4:6 (F5°s counsel stating, “We have here a federal Jjudge [the undersigned].sitting in
Washington applying Washington law because F5 is a Washington company, and we don’t have a lot of
Washington law. So the federal. . . Washington courts, also borrow substantially from Delaware but in
this instance, we also have a substantial body of law that is developed in part because the Northern
District of California has been the center of many of the decided cases. And those cases, I think, shed
good light on how this-Court should approach the interestedness element since it doesn’t have much to

look at in Washington law directly.”) (emphasis added). '
ORDER TO SHOW CAUSE -4
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may be brought only in exceptional circumstances.” Haberman v. Wash. Pub. Power Supply

Sys., 109 Wn.2d 107, 147 (1987).

~ Courts in the Western District of Washington have generally aséumed “the Washjngton
State Supreme Court would likely adont the substantit/e demand r'equirement and apply a
similar, if not the same, exception for futility as that employed in Delaware.” See In re Cray,

431 F. Supp. 2d 1114, 1120 (W.D. Wash. 2006); accord Schwartzman v. McGavick, 2007 U.S.

Dist. Lexis 28962, at *12 (W.D. Wash. April 19, 2007) (citing In re Cray, 431 F. Supp. 2d at

- 1120 and following Delaware law given the parties’ agreement); Fernandes v. Bianco, 2006 U.S.

Dist. Lexis 42048, at *7 (W.D. Wash. June 22, 2006) (same).

In the August 6,'2007 order, this Court also looked to Delaware’s substantive demand -
futility standard as persuasive authority. See Dkt. #69 at 9 (“Following In re Cray, the parties
agree that Delaware’s substantive demand requirement is persuasive authorrty here ). The

Court then applied the Aronson v. Lewis, 473 A.2d 805 (Del. 1984) test to the facts as alleged in

the. ‘complaint and found that it would not have been futlle for pla111t1ffs to make a pre-litigation

demand on F5 s d1rectors and therefore granted defendants motion to dlsmrss but with leave to
amend Id

The extent to which this Court should follow Delaware law has now come to a critical
juncture in this case with the filing of plaintiffs’ amended complaint and F 5 s second motion to
dismiss because the degree to which this Court follows Delaware’s substantrve demand fut111ty
standard is potentially outcome determinative. In order for the Court to decide whether this
matter should proceed, the Court needs to determine two threshold questions. First, the Court

must dec1de the extent to whrch Washmgton follows Delaware’ 's substantive standards for when

demand 1s excused as announced in Aronson and Rales v. Blasband, 634 A.2d 927 (Del. 11993).

Second, assummg Washington follows these Delaware decisions, the Court must determine the
extent to which Washington follows the demand futility standard as articulated in Ryan v.
Gifford, 918.A.2d 341 (Del. Ch. 2007) in the specific context of a derivative action alleging

ORDER TO SHOW CAUSE = -5-
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stock option “backdating.” As discussed below, however, the Court in its discretion determines
that because FS 15 a Washington corporation, both of these determinations are best considered
through certification to the Washington State Suoreme Court as authorized_by RCW 2.60.020.
2. Does Washington follow Delaware’s general demand futility standard?
Under Delaware law, there are exoeptions to the demand requirement that flow from the

two landmark Delaware Supreme Court decisions in Aronson and Rales. In Aronson, the

Delaware Supreme Court promulgated the two-part “Aronson test,” which holds that demand is
futile and excused where “under the particularized facts alleged, a reasonable doubt is created
that (1) the directors are diéihterested and independent and (2) the challehged' transaction was
otherwise the product of a valid exercise of business judgment.;’ Aronson, 473 A.2d at 814-15.
If either part of ‘the test is satisfied with respect-to half or more of the boafd members at the time

the complaint was filed, demand is excused. See Beneville v. York, 769 A.2d 80, 85-86 (Del.

Ch. 2004). Under Rales, the Delaware Supreme Court rejected the application of the Aronson -
test.when the board of directofs upon 'which demand would be made did not approve the
challenged transaction. In these 51tuat10ns demand is excused 1f the Well -pleaded allegat1ons in
..the complalnt glve rise to reasonable doubt that the board can exercise “1ts mdependent and
disinterested business Judgment in responding to a demand.” Rales 634 A.2d at 933-34; see
also Conrad V. Blank 940°A.2d 29, 37 n.17 (Del Ch. 2007).

Federal dlstr1ot courts, including the Court in this case, have assumed without direction

from the Washington Supleme Court that the Supreme Court would likely adopt Delaware’s

substantlve demand futility standard. Without instruction from the Washington Supreme Court

however thls assumpt1on is speculatmn

2 See, e. g., Boland v. Engle, 113 F.3d 706, 712 (7th Cir. 1997) (“Although Delaware corporate
law is undoubtedly persuasive authority, Boland’s argument that the Indiana Supreme Court would
follow Delaware . . . is not convincing. Rather, we surmise that the hlghest court in Indiana would today
be persuaded by the general trend in the law towards narrowing, if not eliminating, the exceptions from
the demand requirement. Eleven states have statutorily imposed a universal demand requirement. And
both the case law and the academic commentary have been moving strongly in that direction as well.”)

ORDER TO SHOW CAUSE : - -6
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3. If.Wasllington follows Delaware, does Washington also follow Ryan v. Gifford
in cases where the improper “backdating” of stock options has been alleged?

In derivative actions alleging the improper “backdating” of stock options, there are two

|| general approaches courts have taken concerning the pleading standard to determine whether

demand was excused: (1) the approach taken in Ryan v. Gifford, 918 A.2d 341 (Del. Ch. 2007),
and (2) the approach taken in cases like In re CNET Networks, Inc. S’holder Derivative Litig.,

483 F. Supp.2d 947, 958 (ND Cal. 2007) that distinguish Ryan and engage in a searching '

inquiry into the individual option grants at issue.
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I~ ~purposeful violations-of shareholder plans and intentionally fraudulent public =~

Tﬁi‘s*@ﬁuﬁ in its August 6; 2007~Qrder chiose the Tatter appfoach and engaged “in a
detailed, g’raﬁt—spéciﬁc analysis” and ultimately concluded based on this analysis that plaintiffs
had failed to establish reasonable doubt that.the option grants at issue had been “backdated.”
See Dkt. #80 at 5. The Court found that plaintiffs had not made a particularized showing, in -
part, because of thé “lack of consistency in plaintiffs” claims.” See Dkt. #69 at 23-24. 'In their
amended complaint, plaintiffs have .substantiaily‘c‘ufcd the in’consistenbies in their claims

| concerning alleged backdating. However, the alleged facts suppbrtiﬁg their claims remain

|| substantially the same as those alleged in their original complaint. As a result, the centralissue = |

before the Court on F5’s second motion. to dismisg is whether plaintiffs’ allegations are
sufficient under Washington law to demonstrate tha't'demand was futile, which in turn, requires
the Court to determine the extent to which the Washington Supreme Court would adopt the
Ryan analysis in the specific stock option backdating context. In l_{j[gg, a Delaware trial-level

court concluded:

Plaintiff here points to specific grants, specific language in option plans, specific
public disclosures, and supporting empirical analysis to allege knowing and '

disclosures. Such facts, in my O(Fi'ni('m’ rovide sufficient particularity in the
pleading to survive a motion to dismiss for failure to make demand pursuant to

Rule 23.1 -
Ryan, 918 A.2d at 355 & n.34 (“Defendants argue repeatedly that plaintiff’s allegations

(internal citations omitted).
ORDER TO SHOW CAUSE : =7~
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ultimately rest upon nothing more than statistical abstractions. . . . Given the choice between
improbably good fortune and knowing manipulation of option grants, the Court may reasonably

infer the latter, even when applying the heightened pleading standards of Rule 23.1.); see

Edmonds v. Getty, 524 F. Supp. 2d 1‘267, 1276 (W.D. Wash. 200_7) (“This court does not find
Getty Images’ arguments persuasive; instead, it adopfs the ‘reasoﬁing n M and finds that Mr.
Edmonds él]eged facts sufﬁcienf to -reésonébly infer that backdating rather than innobent
b}dollckeeping errors occurred.”). In their response and amended éomplaint, plaintiffsv assert that

they have met the pleading requirement as set forth in Ryan and as adopted by Judge Robart in
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Edmonds. See Dkt. #36 at 11; Dkt. #74 (Amehded Compléint) at 73 (stating “[a]s Chancellor
Chandler articulated in his _seminél decision in Ryan, a pattern of backdating is alleged with
sufficient particularity when thé dates, prices, recipients and the plan language violated are
identified.”). N |
C. Certifying a question to the Washington State Supreme Court is appropriate - -
RCW 2.60.020 provides: ' | | o
When in the opinion of any federal court before whom a proceeding is ending, it
proceeding and the local law has not been clearly determined, such federal court

may certify to the supreme court for answer the question of local law involved and

the supreme court shall render its opinion to answer thereto. - ‘

Based on the discussion above, the Court concludes that the appropriate course of action' :
in this case is to certify a question to th‘evwashington Supreme Court in accordance with RCW

2.60.020 because a substantive demand standard has not been established under Washington law

and because the answer méy be dispositive in this case. Furthermore, should the Washington |

State Supreme Court answer the certified question,’ the answer will also have far-reaching

effects given the recent number of shareholder derivative actions filed in this district,* and the

.7 Whether to answer the certified question is within the discretion of the Washington State
Supreme Court. - See Broad v. Mannesmann Anlagenbau, A.G., 141 Wn.2d 670, 676 (2000).

* See. e.g., Sexton v. Van Stolk (Case No. 07-1782RSL).
ORDER TO SHOW CAUSE -8-

- -is necessary-to ascertain the local law of this state in order to dispose of such ===+ == e




10
11
12
13
14
s
16
17
18
19
20
21

.23
24
25
26

Case 2:06-cv-00794-RSL"  Document 92 Filed 05/20/2008  Page 9 of 11

state-court actions that have been stayed pending the outcome of this federal action.’ See

Keystone Land & Dev. Co. v. Xerox Corp., 353 F.3d 1093, 1097 (9th Cir. 2003) (concluding

that the appro;ﬁriate course of action was to certify the question because the issue was “not
entirely settled in Washington, and because if clarified definitively by the Washington State
Supreme Court, the answer will have far—reaching effects”).

Generally, states have adopted one of three separate substantive demand tests. First, the
majority of states that have considered the issue have adopted, either by statute® or by Jjudicial
decision,” what has been described as the “universal demand” requirement from the Model '

Business Corporation Act.® Seeond, other states look to Delaware’s demand futility test as set

3 See Jeffrey S. Facter, Article: Fashioning a Coherent Demand Rule for Derivative Litigation in

|l California, 40 Santa Clara L. Rev. 379, 381 n.9 (2000) (arguing for California to adopt its own clearly

defined demand rule rather than adopting Delaware law on an ad hoc basis, and attributing the dearth of
California case law on demand futility to the fact that the issue inherently evades ordinary appellate

review because either (1) the motion to dismiss on demand futility is denied, in which case the litigation
lasts for years before judgment is entered or the case is settled, or (2) if the motion to dismiss is granted
there is an appealable order “but the plaintiff rarely has the incentive to take an appeal because the option
of ploceedmg to make a demand on the board isa much lower cost. alternatxve than prosecuting an

“appeal.”).
6 See, e.g., Ariz. Rev. Stat. § 10 742 (2008).

7 See Cuker v. Mikalauskas, 692 A.2d 1042, 1050 (Pa. 1997); Drain v. Covenant Life Ins. Co.,
712 A.2d 273 (Pa. 1998) (“In Cuker this Court adopted the American Law Institute Principles of
Corporate Governance with respect to standing to maintain a derivative action. . . . The shareholder
must make a written demand upon the corporation’s board of directors and request it to prosecute the
action or take corrective measures. Demand on the board is excused only if the shareholder shows that
irreparable’injury to the corporation would otherwise result, and the demand should be made promptly
after commencement of the action. If irreparable injury would not result, the court should dismiss the

derivative action that is commenced before the response of the board to a demand unless the board does |
| not respond within a reasonable time. ”) (e111pha31s added).

8 & Mod. Bus. Corp. Act § 7.42 (2005) (“No shareholder may commence a derivative
proceeding until: (1) a written demand has been made upon the corporation to take suitable action; and
(2) 90 days have expired from the date the demand was made unless the shareholder has earlier been
notified that the demand has been rejected by the corporation or unless irreparable injury to the
corporation would result by waiting for the expiration of the 90-day period.”); see also Todd A. Murray
& Lyndon F. Bittle, Article: Emerging Issues Raised by Derivative Shareholder Actions Involving

ORDER TO SHOW CAUSE -9-
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forth in Aronson and Rales. See, e.g., Shpenﬁv. SAC Holding Corp., 137 P.3d 1171, 1.184 (Nev. _

2006) (“[W]e adopt the test described in Aronson, as modified by Rales”). Finally, Maryland,
departing fro»rh Delaware law, crafted its own “very limited exception” test.’

In its motion, F5 asserts that the demand futility standard set forth in the Court’s Augusf |
6, 2007 order is the bmdmg “law of the case” for purposes of analyzing plalntlffs amended
complamt See Dkt. #80 at 5-6 (“The Order is now the law of the case, and there is no reason or
bas1s whatsoéver to revisit or change the well-reasoned demand-futility standards the Court has

established.”) (citing United States v. Alexander, 106 F.3d 874, 877 (9th Cir. 1997); Dkt. #89 at

2'(“The Court did not err, and there are no grounds for reversing the law of the case, as clearly
established by the Court in its Order.”). The law of the case doctrine, however, does not trump:
the certification process under the circumstances here. The authorizing statute, RCW 2.60.020,
does not require certification at the beginning of the litigation or preclude certification after the
Court has 1ssued 1nterlocutory rulings: as long as the proceeding is still pendmg in the district |
court, certlﬁcatlon remains an option. The district court’s power to recon31der or revise prior-
orders is 11m1ted by the law of the case doctrlne only Where the court has been divested of
_]\lI’lSdlCthIl over the matter or has unduly delayed reconsideration.

The law of the case doctrine is not an inexorable command, nor is it a limit to a

court’s power, Rather, application of the doctrine is discretion The law of

the case doctrine is wholfy inapposite to circumstances where a istrict court seeks

to reconsider an order over which it has not been divested of jurisdiction. . . . 41/
‘rulings of a trial court are subject to revision at any time befgre the entry of

|l Foreign Corporations Héadguartered in Texas: Making Sense of the Interaction Between Texas

Procedures and Substantive Law, 39 Tex. Tech. L. Rev. 1, 15-16 (2006) (discussing the fact that Texas -

|| and at least 20 other states have adopted section 7.42 of the Model Act). N R

? See Werbowsky v. Collomb, 362 A.2d 123, 144 (Md. 2001) (“We adhere for the time being, to
the futility exception, but, consistent with what appears to be the prevailing philosophy throughout the
country, regard it as a very limited exception, to be applied only when the allegations or evidence clearly
demonstrate, in a very particular manner, eithet that (1) a demand, or a delay in awaiting a response to a
demand, would cause irreparable harm to the corporation, or (2) a majority of the directors are so
personally and directly conflicted or committed to the decision in dispute that they cannot reasonably be
expected to respond to a demand in good faith and within the ambit of the business judgment rule.”).

ORDER TO-SHOW CAUSE - -l0-
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jua’gmem ... The doctnne simply does not lm(innge upon a district court’s power
to reconsider its own interlocutory order provided that the district court has not

been divested of jurisdiction over the order.

United States v. Smith, 389 F.3d 944, 949 (9th Cir. 2004) (internal citations and quotation marks

omitted, emphasis in cited case). The Smith court distinguished the case upon which F5 relies,

United States v. Alexander, 106 F.3d 874 (9th Cir. 1997), on the ground that reconsideration in .

|l Cause on t_b,e,@@i,rt’f,@a,lﬁa@azfqr,,Efidéz,,Iurze,,ﬁ,2908,:,, :

that case was untimely granted only after the jury was unable to reach a verdict and the court

had declared a mistrial. - Accordingly, F5’s afgument concerning the binding effect of the

Court’s August 6; 2007 order is not relevant in the Court’s discretion to certify a question
regarding the applicable demand futility standard to the Washington Supreme Court as

authorized by RCW 02.60.020.
' II1. CONCLUSION

Based on the reasoning above, the parties are ORDERED TO SHOW CAUSE why the

fo_llowmg question should not be -certlﬁed to the Washington State Supreme Court under RCW |

il 2.60.020:

“What test does Washington a ply to determine Whether allegatlons made pursuant

to RCW 23B.07.400(2) by a shareholder seeking to initiate derivative litigationon™" ~
behalf of a Washington corporation excuse that shareholder from first making

demand on the board of directors to bring that litigation on behalf of the -

corporatlon? and

If Washington follows Delaware S demand futility standard does it also follow the
reasoning of Ryan v. Gifford, 918 A.2d 341 (Del. Ch. 2007) in cases where the
unproper backdating of stock options has been alleged?”

- The parties shall SHOW CAUSE in response to this ORDER on or before Friday, June
6, 2008 in a filing not to exceed 12 pages. The Clerk is directed to place this Order to Show

DATED this 20th day of May, 2008.

Robert. S. Lasnik
United States District Judge

ORDER TO SHOW CAUSE : -11-
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See Table 2 (on pagé 9} for
an updated list of companies
involved in optians backdating

Forthcoming topics in this options
backdating series will include:

W in-Depth Statistics
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“a date in which the stock price was low. =

Options Backdatmg

NERA

Economic Consulting

The Stat1st1cs of Luck

Part 1)l of A NERA Insights Series .
By Dr. Renzo Comollj, Dr Branko Jovanovic, Dr. Patnck Conroy, and Erik Stettler

Mlsconcepnons about Backdating

.and Probability

In this article, we explain why:

« some patterns of option grants that may
appear extrernely unlikely are actually
very likely;

« the calcllations presented in the March 18,
2006 Wall Street Journal article can be
risleading; and

= factors that were disregarded in published
probability calculations may be especially
important when estimating the likelihood
of grants for specific c’ompanies;

Allegations of Backdating
Allegations of backdating typically involve a
claim of practice by which companies look back

- 1o past stock prices and record aption grants on

a date prior to the actual date of the grants—

According to these allegations, companies were

_motivated by two goals. The first goal was 1o

report granting options with a strike price equal

Backdating:
Refers to the clajm that employee
stack options were granted on a date

(the backdated grant date) preceding

the date in which they were actually
granted. A typical allegation is that:

1. The strike price is set equal to the
stock price on the date of the
- (backdated) grant

2.7 he stock price on the (backdated)
date is lower than the stock price
on the (actual) date of the grant

Springloading:

" Refers to the practice'of granting

options ahead of good-news and/o¢
withholding good news until
ermployee stock options are granted,

How Markets Work™

EXHIBIT A



to the stock price on the day of the grant—
a goal motivated by accounting and
taxation rules.! The second goal was to

‘grant options to provide remuneration to

the employees who receive them—one way
to increase the value of the options to the”
employees is to grant them with a strike
price lower than the stock price of the day

~in which the grant is issued.? In finafice

parlance, according to the allegation, these
companies granted options that were “at
the money” on paper, while, in fact, the

. options were “in the money."3

What the Academics Are Saying
About Stock Price Patterns around
Grant Dates

Aggregate Patterns

The academiic literature so far has focused
on aggregate patterns across publ‘icly traded
companies, not on iridividual companies.
The academic literature on backdating is
designed to detect whether the aggregate

~ pattern of stack price movement close to

grant dates is inconsistent with an assumed
benchmark, not whether an individual

_company has engaged in backdating. The

benchmark that the academic literature has
HE ik _

assumed, sometimes explicitly, sometimes

implicitly, is that'grants vere made on a

-random day. This benchmark is analogous

to saying that the grant date is determined
by a process similar to that used to select
the winning number.in the Powerball lottery
or to toss a coin, That is, the company
randomly picks from trading days when
selecting the day of the option grant,
regardless of past prices or expectation

of future prices. '

Different authors have indeed investigated
option grant timing and have found varying
results (see table in the appendix for details)

Lie (200S) finds that, in the aggregale,
stock prices tend to decline prior to grant
dates and increase immediately after grant
dates. Lie speculates that the explanation
for this price pattern lies in backdating.
Other authors who 'have, investigated stock
price movements around option grants find
results that in part correspond to and are in
part at odds with Lie's findings. These other
works propose a different explanation for
their findings: insiders manipulate informe-

tion releases around the grant dates, .a

practice sometimes referred to as’
springloading. The academic articles do not,
and could not, given the methodologies
that théy use, find proof of backdating,
springloading or similar practices; they find,
or claim to find, aggregate price patterns
that are consistent with those practices
being adapted by at least some companies,

Cutrrently Available Academic
Literature on Option Timing
Does Not Disentangle Legal
from lllegal Practices

"Current academic fiterature uses method-
" ologies that are not designed o determine

whether an individual company has

engaged in backdating, They are designed
“-to detect aggregate patterns, but do not

directly analyze specific companies. To our

knowtedge, no published academic study _'

has addressed the likelihood of grants of
specific companies. As one of the academic
authors explains, his analysis “is designed
to uncover evidence of retroactive timing
in the aggregate, and might be useless in

! Companies may grant options at the strike price of their choosing, regardless of the stock price.
2 The increase in value is an increase only in the potential value of the option and m'ight not ultimately transate into any increase in value at all if the option

is not-exercised.

‘identifying exactly which firms engage in

such activities” Lie (2005).

The Probability of Grants

What Is ,threr Bern crhmarrk to"

Determine Whether a Grant Is
Likely or Unlikely?
The assumption made by academic articles

" and popular press that, in the absence of
_ backdating, a company would randomly

grant options throughout the year
(according to the Powerball method) is

" problematic, Rather than randomily granting

options, companies may be more likely to
grant options on days in which they
perceive théir stock to be undervalued. This
could lead to a pattern where the price
increases after grants would be better than
random even in the absence of backdating.
Similarly, one would expéct to find a price

_ pattern different from random in cases

where a company offers employees a bonus
paid in option grants if certain production
deadlines are reached and announced to
the public, These possibilities apply both to
the study of aggregate patterns and to the
study of individual companies; we return to
this topic on page 6. . '

‘Some Patterns of Options Grants __

That May Appear Very Unlikely

Are Actually Very Likely

On March 18, 2008, the Wall Street Journal
published an article entitled “The Perfect
Payday” singling out seven companies that
according to the Journal exhibited “wildly
improbable option-grant patterns.” Yet
some grant patterns that may appear
extremely unlikely at first sight are actually
very likely and should be expected.

3 An option is said to be ai the money on a certain day if its strike price is equal to the stock price on that day; if the strike price is lower than the stock

price, the option is said to be in the money.

2  www.nera.com
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To illustrate the tricky issues associated

~with identifying backdating in individual

companies, we will set aside for the

moment the fact that some companies may

issué opiionvgrants when they perceve their
own stock to be undervalued (that is, we
sel aside the issue of the apprapriate
benchmark). Rather, we adopt the assump-
tion that companies are equally likely to
grant on any trading day within a year and
show that even under this {the Powerball)
assumption some granis that may appear
unlikely are actually very {ikély,

Probability theory indicates that if companies
were granfing options using the Powerball
method, we would observe grants on days
on which the stock price is at a relative low;
on days on which the stock price is at a
relative high, and on days on which it is
in-between

Probability theory also implies that if the
companies granted options using the Power-
ball method for each grant, by chance, some
companies would grant on a day with a
relatively low strike price for most or all of
their grants. This can be counterintuitive.
Behavioral Economics, an increasingly
influential branch of Economic science, has

shown that people often erroneously expect ‘

random draws to be neither very lucky;

nor very unlucky. (See sidebar, right,)
Similarly, people might expect a company
randomly selecting grant dates to select
dates on which the price is neither too high
nor too low overall However, statistical
theory states that when many companies
select grant dates at random, some will
select dates on which the strike price is

at a very low point on many occasions. -

The Wall Street Journal did not account

for the fact that there 15 a-large number of
directors and officers (D&O) in the Uniled

States who receive grants 4 With such a

large number of D&O, it was practicaliy
certain that some of them would receive
mast of their grants on days in which the
stock price was particularly fow, even just _
by chance.5 (See side bar, “The woman who
won the fottery twice )

For example, take a hypothelical Ms X who
received one grant a year for 4 years and
that those grants fell on the 1st, 5th, 50th,
and 3rd most favorable day in their respec-
tive year. The probability of Ms. X receiving
grants more favorable than what she
received is only 1 in a million, when
computed according to the Wall Street
Journal‘s method.6 Once we’compuie.the
probability of there being at least one Ms X
amang all D&O receiving grants in the
United States, we find that actually it was
practically sure that there would be some-
body like Ms, X among them—the
probability of there being somebody like
Ms. X is actually 99.9%.

" [n the Same Way i Which There

Are Companies That Granted on
Very Favorable Days, There Are
Companies That Granted on Very
Unfavorable Days

As mentioned above, probability theory
implies that some companies would grant
on days that are consistently good-and
others on days that are consistently bad,
even with the Powerball method. We
performed our own analysis that confirmed
that to be true for US companies. We
analyzed grant patterns for US companies

o VS e A MR AN M s Y DA AL TS it et

4 When mentioning D&O0, we actually refer to all who had to file forms 3, 4, and 5 w»th the Securmes

and Exchage Commission.

S Additionally, The Walf Street Journal explicitly stated that it pre-selected “companies that made
stock-option grants that were followed by large gains In the stock price,” thereby mtroduclng a

distartion called sampie selection bias

6 Below we explain what is meant by "favorable day," how the Wall Street Journal arrives at its
numbers, and the corection that we make to its calcutation Thn correction alone increases the

probability appmxlmatnly 100 times.
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A common misconception
about luck

A simple coin toss example
ilIustratés a misconception about
luck Academic research has
shown that, when looking at
repeated coin tosses, "people
regard sequence H-T-H-T-T-H to
be more likely than the sequence
H-H-H-T-T-T, which does nat

. appear random, and also more
likely than the sequence H-H-H-H-

T-H, which does not represent the
{airness of the coin.” In reality,
the probability of either sequence
of-heads and tails being drawn at
random is exactly the same.¥

T Cited in Daniel Kahneman, Paul Stovic,
Amos Tversky (1982) Judgment under
Uncer tainty: heuristics and biases,
Cambridge University Press.
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The woman who won the

fottery twice

A woman who won the New Jersey

lottery twice ir_\'a four-month period

prompted the following front-page
story in the New York Times:?

“Detying odds in the realm
of fhe preﬁosterous--- 1in 17
trillion—a woman who won ‘
$3.9 million in the New Jersey

" state lottery {ast October has hit
the jackpot again

Two Harvard statisticians reviewed
this news story in an article
published by the Journal of the
American Statistical Association on
methods for studying coincidences.t?
They concluded that “{tjhe 1 in 17
tritlion number is the correct answer
to a nut-vel;y~re{evant question.”
We agree with them. A relevant .
question is the likelihood that
someone is a3 double winner over 3
given span of time; according to
their article “it is better than even
odds to-have a double winner in
seven years somewhere in the
United States.”. :

This sort of misunderstanding is

- widespread in the current debate

on aoptions backdating. The Wall

Street Journaf’s calculations that

purport to show the likelihood
of some grant patterns are
actually not very relevant

t plew York Times Fabruary 14, 1986
“Ddds-Defying Jersey Woman Hits
Lottery Jackpot 2d Time™ by
Kobert O McFadden

T MG Distenis and Freddnick Mosielar T

(1989} “Methods for Studying Coinci-
dences”, journal of the American
Statistical Assaclation, Vol 84 No 408,

4 www,nera.com
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that granted options in the period 1995
through August 2002.7 We focused on
at-the-money grants 8 '

Following the Wall Street Journals
approach, we calculated the 20-day stock
price return after each trading day in the
year and 1anked them. For a year with 252
trading days, if a grant feli on the day
followed by the highest 20-day return, it
would have a probability of 1in 252 of
occurring by chance Likewise, the chance
of the grant occurring on the day of the
year ranked eighth or higher would be 8 in
252, For each company, we then averaged

the ranks associated with each grant. Figure

1 (see next page) shows alf companies and-
the average rank of their grants.

For example, the figure shows that there are

companies with an average rank between
6 and 12. Informally, people would say that

" these companies have been very lucky. The
figure also shows that some-companies
have an average rank between 240 and
246-(that is, their grants rank on average
between the 6th and 12th worst day of
the year). Informally, people would say that
these companies have been very unlucky.
.Speculation. has.been rampant. about,
companies that have been very lucky; yet
nobody has been paying any attention to
companies that have been.very unlucky.
Prdbability theory tells us that chance alone
can produce bath very lucky and very
unlucky companies, and indeed we see

- that there are some of iaoth types.

Consistent with some of the academic
findings, Figure 1 also shows that the
aggregate pattern of returns for US compa-
nies is more favorable thean what granting
based on the Powerball method would 7
suggest. Specifically, there are more
companies that do better than 50% (ranked
zbout 126) than there are companies that
on average do worse than 50%. This brings
us back to the fact that some companies
presumably issue grants when they
perceived their stock to be undervalued,
while some companies have admitted to
engaging in backdating, Thus our finding,
very much like the academic literature, does
not disentangle legal from illegal practices.

. The Calculations Presented in the

March 18, 2006 Wall Street Journal
Articles Can Be Misleading

We also performed our own analysis of
the probability that D&0O could have
received grants more favorable than the
ones they actually rec'e_ived to compare it

+ with the Wall Street Journal's analysis.?

 Let's consider the case of a person who

received two granté: one ranking 1 out of
252 and one rahking 8 out of 252; what is
the prnbability of receiving grants that are
more favarable than that? It is our under-
standing that the Wall Street Journal's
methodology underestimates (sometimes
severely) the probability of receiving grants
more favorable than the ones actually
received and it can therefore be misleading.
The Wall Street Journal considers a p'attern
of grants to be more favorable than the

7n August 2002 the passage of Sarbanes-Oxley drastically reduced the time period in which granis

must be reparted to the SEC.

8 Like the academic studies, we analyzed those grants that we could match to stock prices.

2 We followed the Wall S| treef Journal approach far all but an important correction We made only this
carrection, not because we think that that is the only carrection to be made, but because making .
only one correction aliows us 1o highlight a very important point We come back 1o other method-

ological considerations on page &



Figure 1. Average Rank of Option Grants by Company, Rank Based on 20-Day Stock Price Return
(January 1995—August 2002)
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Note: Stack price increases are ranked within each year and within each company. A rank of 1 indicates the largest price increase in the year for each company. A rank
af 252 indicates the largest pnce decline of the year for gach company, Years thal have a number of trading days different from 252 have been rescaled to 252.

. actual grants rece:ved if each single alter—
“native é};nt is more favofable than each
single grant actually received, i.e. if each -
single grant falls on a day of the year
ranked either the same or higher than each
single actual grant. 10 If everybody in the
United States received multiple grants at
 random (with the Powerball method), the
Wall Street Journal's calculations would
result on average in people having less than
50% probability of having received their
grants at random; i.e., Wall Street Journal -

underestimates that probability. For example,
e —-If everybody-were-to receive-10-grants-using-—---

the Powerball methad, the average proba-
bility of receiving grants that are better than

the ones actually received, computéd using
the Journal’s method, is 9%—quite far from

* the S0% that we would expect on average

for random grants

The underestimation happens because

the Walf Street Journal's methpdology is

inconsistent in its ranking of grant patterns.
As an example, compare the foliowing
two hypothetical D8O insiders:

* M. A received 3 grants (1 per year)
ranked respectively 1, 2 and 3 out
of 252

each of them ranked 2 out of 252

10 The Wall Street Journal aliows for the arder of the grants to be different,
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e e e WSS -OFf than Ms-B—
= Ms. 8 also received 3 grants (1 per year),

When camputing the probability of
receiving grants that are more favarable
than the ones that Mr. A received, Ms. B
grants are counted by the Journal as less
favorable {because Ms, B’ flrst grant was
not as favorable as Mr. A's), but when
computing the probability of receiving
grants that are mare favorable than the
ones that Ms. B received, Mr. A's grants are
counted by the Journal as less favorable
(because Mr. A's third grant was not as
favorable as Ms. B'%s). So, accarding to the
Journal, Mr. Ais at ance both better off and

www.nera.com S



We corrected just this feature of the wall
Street Journal’s method so that if everybody
were to receive grants using the Powerball

erethod, the average probability of receiving

‘grants that are more favorable than the
ones actually received is 50% ! The next
figure compares the probabilities of the
grants computed according 10 the Walf
Street Journal meihéd (in gray) and those
computed after we correct their method
(in bluge) for alt D&O in the United States.

As we can see, the Wall Street Journal's
miethod significantly understates the proba-
bility of grants for D&O. Less formally, it

significantly overstates the number of D&O
that have been very lucky. For example,

Figure 2 shiows that, according to the Wall

Street Journal's method, the number of

D&0 who had a 2% prbbability of }écei\}ing '

grants more favorable than thase actually
received is three times as large as the
number of D&O obtained using the
corrected method. Also, according to the
Wall Street Joumal's rﬁethod the median
D&QO had a probability of 18% of receiving
grants more favorable than the one that
he or she actually received, while the same
probability is 38% according to the
corrected method. .

Factors That Were Disregarded In
Published Probability Calculations
and That May Be Important When
Estimating the Likelihood of Grants
for Specific Companies

What Probability to Estimate?

In the previous section, we adopted the
same methodology as the Wall Street
Journal and we corrected it only in ore
aspect. Yet, there are many other aspects
that need attention These aspects may
affect the analysis of aggregated price
patterns and they may radically change
probability calculations for specific
companies. Without attempting to be

Figure 2, The Wall Street Journal’s Method of Computing the Probability of Receiving Grants More Favorable than
Those Actually Received Can Be Misleading (January 1995-August 2002)
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Probablhty of Recelvlng Grants More Favorable than Those Actualiy Received

11 For each D&O, we averaged the ranks associated with each grant. That is, if a D&O received a grant on a day ranked No. 8 out of 252 and another grant
on a day ranked No. 6 out of 252, we associated 1o the D&O an average of 7 out of 252. We then computed the probability of receiving grants that are

better than that
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comprehensive, we turn to some of
those here.

One consideration is the length of the
window on which 1o cbmpute'returhs. The
literature has used various measures; for
example, the Wall Street Journal uses the
20-day window following the grant, a
measure it refers to as “arbitrary.”

Another consideration is whether one
should use the actual return for a given

" day or its rank to assess the likelihood of

the grant pattern. These two methods may
yield different results; which one is more
appropriate may depend on the details
of-the decision making process within

each company.

A further consideration is whether the

number of options issued in each grant
should be taken into account. For instance,
an executive may have been very Iu_c'k)-/ on
an occasion where only a modest number
of shares were issued and unlucky on an
occasion where a large number of shares

_were issued. Considering the number of

options granted may yield different results.

On'What Alternative Dates Could
the Grant Have Been Issued? ‘
When assessing the probability of a partic-
ular grant, the grant date is compared to

_other days. The Wa/l Street Journal, for

instance, compares grant dates against all
other trad ing dates in a year in which the
grant was issued. This, however, may over-
state the number of "available comparison
dates. Even before Sarbanes-Oxley, a very
large number of grants were reported to
the Securities and Exchange Commission
in form 4, which required that a grant be

w“

- reported, not within-one-yeat-but within--— - —

10 'days after the end of the month of the
grant. Therefore the type of form that the -
insider filed as well as the relationship
between the date of filing and the reported
grant date may infarm which days are the
suitable comparators to actual grant date.

010

Scheduled Grants
Scheduled grants cannol be backdated.
Some academic authors have taken this

Vsrpeciﬁc;rarlly into account and noted that

grants that are always filed on the same
date-can hardly be prone to backdating
One needs to consider that scheduled
grants may not necessarily always fall on
the same calendar day; for instance a
scheduled grant may always fall on the first
Monday of the fiscal quarter.

To our knowledge, nobody has so far taken
into account that grants may be scheduled
even if they fall on different dates every
year. This can happen when grants are
linked to corporate events, such as earning
announcements or certain corporate gover-
nance meetings. These scheduled grants

too, like the fixed-date scheduled grants,

can be difficult or impossible to backdate.

Grants for Events That Are Good
News for the Company

Anather potential factor that, to the best of
our knowledge, has not been taken into
consideration is that grants may be issued
to employees for the accomplishment of
corporate milestones that the market inter-
prets as good news.

" For example, granis could be made for the
appointment of a new CEQ, the promotion

of an officer, the licensing of a patent,
reaching a production goal, or a business
deal In all these examples, the stock price
may rise after the grant because of the
market assessment of the event, rather
than of the grant. Since options are often
parts of compensation packages, grants
on occasions of new D&O appointments
are likely.

l?](/éstors May@uy After the News
of the Grant Reaches the Market

If, in fact, companies are more likely ta issue

grants when they perceive their stock to be
undervalued, investors may take the news

of a grant as a signal to purchase the stock, -

" thereby causing the price icrease. There-

fore, a high return following a grani may be
a result of an increase in demand for the
stock of the issuing company by investors,
Tﬁus, it méy be appropriafa fo disenrtermgler
the price movement after a grant from the
price movement after the news of a grant is

" on the market.

What's Next?

A lot of misconceptions have been circu-
lating about options backdating and in
particular about the statistical calculations
that have been used in connection with it
On the one hand, the academic literature
studying aggregate price pattern following
option grants is comparatively recent and no
methodology to disentangle ifticit practices'
from legitimate ones has consolidated yet.
On the other hand, we have discussed and .
presented corrections for some conceptual
errors regarding the probability calculations
concerning specific companies or specific

insiders. Each newv case may present some

specific charactenstic that challengé ecano-
mists to rethink their method to arrive to the
correct conclusion.
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Appendix

Table 1. Academic Literature on the Alleged Manipulation of Employee Stock Option Grants
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Table 2. Companies invoived in Options Backdating: Disclosures and Lawsuits’
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Table 2 (continued)
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Table 2 (continued)
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Table 2 (continued)

Notes and Sources: .
1 The unlverse of companies is defined as those Identified by the Wall Street Journal's Options Scorecard, Reuters Factbox and news searches as of 211007,

2 In millions of dollars. Defined as the average value of fiscal year-and in-the-money exercisable and unexercisable ophons from 1997 through 2002, Data are
from S&P’s ExecuComp Database. NA means the data is not available in the database,

3 Data are from class action complaint decuments as of 2/8/07.
4 Dala are from news searches and SEC filings as of 2/10/07. ,
5 Detined &5 a formal or informal request for information or investigation from the SEC, or a subpoena from the US Atloraey’s Office
6 Defined as 2 company announcement of an actual restatement or charge, or the possibilty of a restatement of charga.
7 Defined 35 a company announcement of an internal investigatlon refating 1o the accounting for or grant of stock optians. '
8 Defined as the msiénatfan or terminatian of an executive officer or director due to an investigation into the backdating of stock options,
9 Acquired on 01/31/06 by DRS Technologies, Inc. '
10 Indicates that the SEC or Do} investigation has been concluded with o puﬁl(lve actlon
_1t.__Acquired on_11/19/06 by SanDisk Corp o P
12 Acquired on 05/05/06 by Walt Disney Co, :
13 Acquired on 03/31/06 by Frasenius Medical Care AG & Co.

! Although the dats found in Me above table have been praduced and processed from sources believed to be reftable, no warranty, expressed or
implied, Is made regarding a«umcy, adequacy, completeness, legality, rellabifity, or usefulness of any Information.
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I. SUMMARY

Con'soiidated Vefiﬁed Srhe.reholcrier’s Derivative Complaint (the “Complaint”) ‘based on Plaintiffs’
failure to make demand on F5's Board of Directors prlor to commencing this action

This case is part of the sparse but expandmg jurisprudence regarding the impact of so-called
“backdating” of stock option grants. The “backdating” label is a loaded one that has been seized

upon by would-be derivative plaintiffs to describe the granting of “in the money” stock options
previously recognized, there is nothing inherently wrong with a company granting its executives or
accounted for, and whether the company s options practices have been adequately dlsclosed to the

public. (And an “in the money” option'does not mean that the grantee can exercise the option for an

hyperbole; such statements fundamentally mischaracterize the nature of theSe"“backdating”. cases
and the issues that properly underlie any ‘analysis of potential liability. |
The critical backdrop to this derivative case is that Plaintiffs purport to be acting on behalf of,

and for the benefit of, F5 Networks, Inc. As with all-derivative cases, this case implicates a core

shareholders, who should be authorized to make litigation decisions on behalf of the company?

|| Plaintiffs would have this Court disregard the strong legal presumption that the F5 Board will

exercise its business judgment properly and'in good faith, and instead defer to the judgment

(and attendant motivations) of the Plaintiffs. But to preserve the strong presumption that htigation

Nominal defendant F5 Networks, Inc. respectfully submits this motion to di_smiss the

(i.e., options for which the exercise, or “strike,” price is lower than market value). As this Court has ‘

employees “in the money”’ Opthl’lS — the issue is whether .those options have been properly '

instant profit, because the option may not vest for years and the stock price could go down.)

Thus, Plaintiffs’ references to “illicit compensation” and “enrichment schemes” are worse than -

issue of corporate governance: as between the corporation’s Board of Directors, and a handful of

decisions (like all corporate decisions) should be made by the Board of Directors, the law requires a

authorized to proceed derivatively on the company’s behalf. Because Plaintiffs in this case failed to

MOTION TO DISMISS FOR FAILURE : DLA Piper US LLP
TO MAKE DEMAND — | 701 Fifth Avenue, Suite 7000

Master File No. 06-0794 RSL ' ‘ Seattle, WA 98104-7044  Tel: 206-839-4800

shareholder to make demand on the Board to puréu’e the claims at issue before the shareholder is.




‘particularized facts showing that a majority of FS’s Directors either lacked independence, or were

make demand on F5’s Board prior to commencing this action, Plaintiffs may proceed derivatively on
FS's behalf only if they plead specific, particularized facts, on a director~by-diroctor basis, that
derr_rand would hravre beerr “futirle,r” because (1) a rrrajority ofrthe Diroctors were legdlly incapablo of
making litigation decisions for the company because they were interested or lacked independence, or

(2) a particular challénged transaction was not a proper exercise of the Board’s business judgment.

See In're Cray Inc. Deriv. Litig.,431 F. Sdpp. 2d 11 14, 1121 (W.D. Wash. 2006)." This standard is .| -

an extremely high hurdle, which Plaintiffs do not, and cannot, clear. ‘

| In the Complaint, Plaintiffs identify 12 option grants (each to a di’fferent set of recipients)
that are allegedly susr)ect. Plairrriffs’ conclusion that -improper “backdating” occurred is pure
conje_cture., based entirely on the fact that the grants at 'iséue fell on'or near monthly iowI points in
F5’s stock price. Plaintiffs devote over twenty pages of the Complaint to graphing and describing
how the strike prices for the various grants relate to F5°s stock price before and after the grant dates.
But Plaintiffs’ focus on the option grénrs fhemselVéS misses the maric* again- there is nothing
1mproper about a company grantmg ‘in the money” options. As discussed below the relevant issue

is whether the option grants were properly accounted for and dlsclosed Even if Plamtlffs could

justifiably challenge the underlymg option grants, for each grant transaction Plamtxffs must plead |

“interested” in"rhe specific grant such that they were incapable of impartially evaluafing a challenge
to that grant. Plaintiffs have alleged no such particularized facts, relyihg instead on generalized
assertions that the Directors “participated in” the alleged “backdating scheme,” and would never
vote “to sue themselves.” The law, including very recent authority from this Court, makes clear that
such unsupported conclusory allegations are madequate to excuse demand See Cray,431F. Supp.

2d at 1 122 Altematlvely, in order to demonstrate that demand was futile with regard to the option

' The Cray decision provides a very ihorough and instructive template for many of the issues underlying this Motion.

MOTION TO DISMISS FOR FAILURE ' DLA Piper US LLP
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grant transactions, Plaintiffs must plead particularized facts showing that the grant was not a valid
exercise of F5’s Board’s (or Compensation Committee’ s) business Judgment As dlscussed further
in the Analysis sechon below Plaintiffs have failed to p]ead a smgle specxﬁc fact that would perrmt
such a finding. ‘ |

Correctly analyzed, the gravamen of Plaintiffs’ Complaint is that F5 allegedly (1) failed to
properly account for the stock options at issue, and (2') failed to adequately disclose its stock option
practices to-the public. For the purposes of evaluating demand futility, therefore, the central
question is whether a majority of F5’s Directors in place at the time this lawsuit was conimenced
were either too “infcrested,” or lacked sufficient independence, to evaluate properly whether F5
should commence litigation based on the alleged accounting and disclosure deﬁciencie's.

The Complaint lacks the particularized facts necessary to demonstrate that demand on F5’s
Board would have been futile. As an'_initial matter, Plaintiffs have made no allegatidns whatsoever

that F5’s Directors lacked independence, i.e., that they were so “beholden” to, or controlled by, F5’s
judgment. Conscquently, the only remaining issue is whether a majority of the Directors was
Directors’ 1-nvolvement in, knowledge of, or responsibility for F5’s accounting treatment of the
option gfants at issue or F5’s disclosures of its options practices. Again, and as discussed in detail

assertions that the Directors “participated in” the alleged wrongdoing aﬁd would be unwilling to sue

themselves or expose themselves to liability. Such generalized allegations regarding the threat of

24
25
26

2d at 1122

It is also ultimately unnecessary to analyze whether a majority of the Directors was

sufficiently disinterested to impartially evaluate whether to “sue themselves because there was a

MOTION TO DISMISS FOR FAILURE DLA Piper US LLP
TO MAKE DEMAND -3 . 701 Fifth Avenue, Suite 7000
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management or. other directors that they were completely incapable of exercising independent .
‘sufﬁciently mterested” in the events at issue to disqualify taose Directors from exercising their
business Judgment The Complamt is devoid of particularized or 1nd1v1duahzed facts regardmg the |

below, Plaintiffs’ demand futility allegations amount to nothing more than generic and conclusory

llablhty to Dlrcctors are madequate asa matter of law to excuse demand See Cray, 431F. Supp
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sfanding Special Committee of the’ Board — made up of independent, disinter‘ested,v non-
management directors — who could have considered Plaintiffs’“dﬁmand. Indeed, that Special
Committeer thoroughly iﬁvestigétea fhe rver.y iséues of which Plaintiffs rnow complain
and recommended significant remedial measur_es. that F5 adopted in full.

The Complaint should be dismissed in its entirety, with prejudice, because Plaintiffs have
failed‘ to establish any'ri ght to usurp the role of F5’s Board and proc_eed on the Company’s behalf.

II. RELEVANT FACTS

A. The F5 Independent Investigation.

F5 Networks, .Inc. is a‘WaShington corporation, headque{rtered in Seattle, that provides
networking products to improve the performance and secuﬁfy of network applications. COmplaint
f125. On May 22, 2006, F5 issued a press release disclosing .that F5 had received a grand jury

subpoena from the United States District Court for the Eastern District of New York requesting

-documents and information related to F5's granting of stock options since 1995. See Declaration of

Stellman Keehnel (“Keehnel Dec.™), Ex. A atp. 5.> The press release also stated that the SEC had

commenced an informal inquiry and had reduested documents: and information regarding F5’s .

options practices since 1997. . Id.; Complaint §143. Finaly, the May 22, 2006 press release

disclosed as follows:

F5’s Board of Directors has authorized a review of the company’s stock option
‘grants. This review will be conducted with the-assistance of outside independent
legal counsel, The retention-of independent accounting experts for this purpose has-
also been authorized by the Board. '

Id. Thus, over two weeks before they commenced this litigation (}‘.e., on June 8, 2006;

see Complaint § 152), Plaintiffs had notice that F5’s Board — consisting of the same Directors that

24
25
26

including press releases and documents filed with the SEC. Inre Boeing Sec. Litig., 40 F. Supp. 2d 1160, 1165 (W.D.

Wash. 1998) (courts may take judicial notice of SEC filings and other publicly-available information). And the Court .

may also consider any documents referenced in Plaintiffs’ Complaint. See, e.g., Steckman v. Hart Brewing, Inc.,
143 F.3d 1293, 1295-96 (9™ Cir. 1998); In re Stac Elecs. Sec. Litig., 89 F.3d-1399, 1405 n.4 (9* Cir. 1996).
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2 For the purposes of this dismissal motion, the Court may take judicial notice of all publicly-available information, |
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Plaintiffs now challenge as unable to exercise their business judgment — had launched -an
independent investigation into the very stock obtion practices of which Plaintiffs complain. .

7 In fact, onr. its own initiati\;e, F 5’3 Boafd d’ia mbre fhén simply léunc’h an independent
investigation. On May 22, 2006, the Board also created a new Special Committee specifically for
the purposes of conducting that investigétion. See 2005 10-K/A2 (Keehnel Dec., Ex. Batp. 8). And
the Board authorized the appoivntment of a new outside Director to serve on thé Sp¢ciél Committee.
That new Director, Deborah Bevier, j.oined F5’s Board effective July 14,2006. See July 20,2006
Press Release (Keehnel Dec., Ex. C at p. .12). As of that date, Ms. Bevier and existing F5 Director
Gary Ames covnstituted the Speci_ai Committee and oversaw all aspects of the independent
investigation. 2005 10-K/A2 (Keehnel Dec., Ex. .B'at p. 8).3 Thus, only a month after Plaintiffs
éommenced this deﬁvative litigation, F5’s Boafd had in place: a committee of clearly disinterested
directors to investigate the sﬁme practicés that Plaintiffs now seek to chéllengel. |

_ On October 25, 2006, F5 issued a preés release armoﬁnc:ing that the independent invéstigation
lauﬁched by the Board was substantially complete. ke,ehnel Dec., Ex. D at p 17; Cémplaint 15
The press release disclosed that, 'accordin'g to the results of the Special Commiftee’s investigation,
the dates used for certain stock option grants should not be relied upon for aécouhting‘purposes; and
the Compény would lik'ely be required to restate its ﬁnancials. Id. On the.‘day following this

announcement, F5’s stock price rose by over 14.5% (from $58.12 to $66.63), and climbed by as

much as 15.5% (to $67. 17) in the following ten-day trading period. See Historical F5 Stock Price

Chart (Kechnel Dec., Ex. E at p. 21).

3 Mr Ames is-one of the FS Directors who Plairitiffs concede never granted or received any-allegedly “backdated™ |- ——

options. Complaint § 152.

4 “I'MJany ciréuits hold that taking judicial notice of well-publicized stock prices and general market trends is permissible
in a motion to dismiss.” In re Avista Corp. Sec. Litig., 415 F. Supp: 2d 1214, 1218 (E.D. Wash. 2005).
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On November 8, 2006, FS issued another press releasc announcing the completion of the
Board’s 1ndependent mvestlgatlon Keehnel Dec., Ex. F at pp. 22-28; Complaint 1[ 6. The press
release confirmed the Special Comrmttee S conclusron that certain measurement dates related to F5

option grants should not be relied upon for accounting purposes, and that the Company would be

required to restate its financials to recognize an additional stock-based compensation expense of |

approximately $2lZ.9 million, in the aggregate, for fiscal years 1999 through 2006. /d. The press
release also announced F5’s Board’s unanimous implementation of the following remedial rneasures:

o A “best practices” review and evaluation of the. company s equity compensation
controls, processes and procedures; _
o A “best practices” review and evaluation of the company’s controls, processes and

procedures for documentation of corporate actions, including the drafting and
finalizing of minutes, unanimous written consents and other similar corporate

documentation;

 The adoption of a policy requiring that all equity compensation awards to board -
members, officers and employees be granted and priced according to a predetermined

schedule; and

*+ The implementation of a cross-functional training program for certain key employees
concerning (i) the company’s equity compensation programs and related
improvements to equity compensation controls, processes and procedures; (ii) the
accounting implications of the company s equity compensation programs; and
(iii) the legal implications of the company’s equity compensation programs.

Id. In addition to the above corrective measures, F5 also announced that its General Counsel
re31gned and was replaced. Keehnel Dec., Ex. F at pp. 22-28; Complaint § 7. On the day following
this announcement F5’s stock closed up over 4% (rising from $65. 49 to $68 33), and had cllmbed

by over 13% (to $74.18) ten tradmg days later. -

The independent forensic investigation commissioned by F5’s Board of Directors (before

this lawsuit was even commenced) was extremely thorough, spanning over five months, from

'May 22, 2006 through November 8, 2006, The Special Commlttee retained experienced |

24
25
26

independent legal counsel and reputable Big Four independent accountants to assist in the
investigation. 2005 10-K/A2 (Keehnel Dec., Ex. B at p. 8). Just through Septernber 2006, the

expenses associated with the independent investigation exceeded $ 7 million. 1d.; Complaint § 7. It
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cannot genumely be argued that the Board’s investigation of F5’s stock optlon practices was, in any
sense, a whitewash. F5’s Board (agam the same Directors whose 1mpama ity and mtegnty are

bemg questioned by Plamtlffs) have, from the begmmng, responded to these optlons issues senously

and appropnately.

B.  Plaintiffs’ Derlvatlve Claims.

 Plaintiffs filed suit on June 8, 2006 Complaint § 152. The Complamt names 17 individual
defendants comprising current and former F5 directors and officers. But the only defendants who
are rélevant for the purposes of this Motion are the six FS Directors who were in place on June 8,
2006, ie., the Ditectors on whom Plaintiffs would have made -:lexnand had they proceeded properly

before commencing this derivatiyelitig‘ation. The relevant defendant Directors for demand futility

’ purposes are J ohn McAdam, Alan Higginson, Kaﬂ Guelieh; Keith Grinstein, Rich Malone, and Gary |

Ames (the “Director Defendants”). Complaint § 1 52. McAdam is F5’s Chief Executive Officer, but
the remaining Director Defendants are all true “outside” directors, never having held an employment |

position with F5. Complaint § 28-32.

In the Cdfnplaint Plaintiffs assert 12 causes of action under both federal and state l'aw but

‘ all of Plamtlffs clatms are predicated on three general categories of alleged wrongdomg

(l) allegedly “backdated” stock optlon grants; (2) allegedly misleading statements in F5’s Proxy

Statements; and (3) alleged violations of GAAP and SEC'regulations that rendered F5’s Forms 10-K

{| false-or misleading. These eategories of alleged malfeasance are critical for the purposes of this

Motion because they constitute the acts or omissions that Plaintiffs seek to challenge through this
derivative action, and related to which any demand on the Director Defendants would, according to
Plaintiffs, have been futile. In other words, these are the specific acts and omissions against which

the Dlrector Defendants mterest and mdependence must be measured

“Backdated” Grants. Plaintiffs identify 12 stock option grants (occumng between v
October 1, 1999 and April 30, 2004) that Plaintiffs contend must have been “backdated.”

Complaint § 9. Plaintiffs attempt to lend substance to their conspiracy theories by breaking out grant
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recipients who all recei&led eptions in the same grant, thereby making it initially appear that more
grants are at lssue. -See Complaint § 9 (allegations regarding January 1, 2001 grant). Each of the
challenged grents involved a different set of reeipiehts; in st)me of the grente certain -Direetor
Defendants received options, and in other grants no Dirsctor Defendants received options.

See Complaint ] 9 (allegations regarding October 1, 1999 and February 10, 2000 grants). Plaintiffs’

Il only basis for claiming that the 12 referenced grants were deliberately “backdated” is that the grant

strike prices fell on or near the low point of F5’s stock price during the month of the grant.
Complaint 19 62-73. Censpicuously absent from the Complaint are any allegations whatsoever
regarding the authority pursuent to which each challenged grant was approved, how each' grant was
approved, or which of the Director Deflendan‘ts, if any, participated in approving each grant.

Proxy Statements. Plaintiffs contend that FS’s alleged options “backdating” activities

rendered eertain_disclosures in F5’s Proxy Statenlents false or misleading. Plaintiffs re_fér to seven
Proxy Stetements for the years 2000 through 2006. Complaint §] 78-107. From those.Proxy'
Statements, Plaintiffs identify five categories of statements that were allegedly “knovﬁngly false and
misleading”' ) statements that outside directors automaticall y received options “with an exerclse
price equal to the fair market value of the Common Stock on the date of the grant™ (Complamt 17 80,
84, 87, 90), (ii) statements that mcentlve stock optlons (“ISOs™) for employees were “typically
granted at the current market price” (Complaint ] 81, 88, 91, 95, 100); (iii) statements that, for
ISOs, “the exercise price cannot be less than 100% of the Zair market value of the Colhpany’s
Cemmon Stock on the date of the grant” (Complaint { 82, §5, 92, 96, 101); (iv) statements. that,
begiming in 2001, outside directors who serve on Board committees will receive options with “an
exercise price equal to the‘closing price of the Company stock on the grant date” (Complaint lﬂ‘l] 84
87,90, 94,99, 104); and (v) statements that optlons granted to employees under the 2000 stock plan

and optlons related to the uRoam Acqulsltlon ‘will have an exercise price of not less than the faxr

matket value of the Company’s stock on the date the option is granted” (Complaint 9 97, 102, 106).
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Violations of GAAP ano SEC Regulations. Finally, Plaintiffs contend that FS failed to

properly account for certam stock Op'[lOIl grants which allegedly resulted in violations of Generally
Accepted Accountmg Principles (“GAAP”) and SEC regulations rclated to d1sclosure ofexecutlve
compensation. Complaint 4 112-1 125. Plaintiffs assert that these alleged violations rendered FS’s’
Forms 10-K forthe years 1999 through 2005 false and misleading, because those 10-Ks incorporated
F5°s financial statements. Complaint 1]1]'127-133.

As discussed below, regardless of whether there is any merit to the claims that Plaintiffs seek
to assert based on the above- referenced alleged acts and omissions, those claims do not belong to
Plaintiffs, and Plaintiffs have no nght or authorlty to advance them The Complamt patently lacks
sufficient particularity to establish that the Director Defendants are interested in the alleged acts and
omissions (or that they lack‘independence), such that a demand on F5’s Board related to those acts
and omissions would have been futile. Therefore, there is no basis for the Court t}o substitute

Plaintiffs’ judgment for the sound business judgment of the Board.

IIl. AUTHORITY AND ANALYSIS

A, - Plai'ntiffs Bear An Extremely Heavy Burden To Establish Delnand_: Futility,

A shareholder who wishes to proceed wifh a derivative action must comply with Rule 23.1,
which states: “The complaint shaﬂ also allege with particularity the efforts, i:f -any, made by the
plaintiff to obtain the action the plaintiff desires from the directors or comparable authority ... and
the reasons for the plaintiff’s failure to obtain the action or for not making the effort.” Fed. R. Civ,
P.23.1 (emphasis added). This procedural demand requiremént'is intertwined with the substantivé
requirement (developed primarily through ca}se' law) that a shareholder may not proceed denvatively

without first making ‘demand on the Board, unless demand is excused. See Kamen v. Kemper Fin.

Servs 500 U.S. 90 96 (1991)

Fundamentally, “the decision to brmg a lawsuit or to refrain from llugatmg a clalm on behalf
of the corporatlon is a decision concerning the management of the corporation and consequently is

the responsibility of the directors.” Blasbandv. Rales, 971 F.2d 1034, 1047 (3d Cir. 1992) (citing
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Levine v. Smith, 591 A.2d 194 200 (Del. 1991)) (emphasis added). A board’s decision regarding

' plaintlff seeks to challenge a spemﬁo transaction or decrsmn by a board of directors, demand is

whether to pursue litigation is entitled to the protection of the Business Judgment Rule which
creates a presumption “that directors properly inform themselves and make sound busmess
judgments. In re Silicon Graphics Inc. Sec. Litig., 183 F.3d 970, 990 (9" Cir. 1999). Plaintiffs must
overcome this fundamental presumption in order to proceed with this action. '

Where (as here) a plaintiff seeks to proceed derivatively on behalf of a corporation without
first making demand on the corporation’s Board, the plaintiff bears the heavy burden of pleading
with factual particularity that demand would have been “futils.” Aronson v. Lewis, 473 A.2d 805,
809 (Del. 1984). This standard is more. than a technical pleading requirement, “it is a rule of
substantive right designed to éive a corporation the opportunity to rectify an alleged wrong without
litigation, and to control any litigation which does arise.” Aronson, 473 A.2d at 809. In determining
whether Plaintiffs have met this substantive standard, “conclusory allegations of fact or law not
supported by allegations of specific fact rnay not be taken as true.” Levine, 591 A.2d at 207 (internal
citation omitted). Plaintiffs must instead plead particularized facts — what the Delaware Supreme
Court has referred to as being in the nature of “ultimate facts” elemental facts,” i.e., those
spectﬁc facts that will actually sustain a claim — to establish why demand should be excused.
Brehm v. Eisner, 746 A.2d 244, 254 (Del, 2000); accord Cray, 431 F. Supp. 2d at 1121.
Importantly, this burden is “more‘onerous than that required to withstand a Rule 1 2(b)(6) motion
to dismiss.” Levine, 591 A.2d at 207 (emphasis added). In other WOrcls,v even if one assunies
Plaintiffs; claims have substanti\ie merit (ifvhich F5 denies), they must nevertheless be dismissed if
Plaintiffs fail to meet their “stringent requirements of factual particularity.” Brehm, 746 A.2d at 254,

In Aronson, the Delaware Supreme Court‘ created a two- pronged test for analyzing a claim of

demand futihty (a test that this Court adopted in Cray, 431 F. Supp 2d at ] 121) When a derivative

excused if, based on 'particularized facts, “a reasonable doubt is created that: (1) the directors are

disinterested and independent [or] (2) the. challenged transaction was otherwise the product of a valid
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exercise of business judgment.” Rales v. Blasband, 634 Av.2d 927,933 (Del. 1993)(citing Aronson
and clarifying that the two Aronson prongs are independent of one another). Where a derivative
plainttff is not challenging a sp'eciﬁc board action (eg where a plaintiff;claims the board
improperly Jailed to act), the second prong of Aronson (the “business judgment” prong) is
inapplicable. Rales, 634 A.2d at 933; Craj, 431 P Supp. 2d at 1121 n.4. In those circumstances, the
Court must “examine whether the board that would be addressing the demand can impartially
consider its merits without being inﬂuenced by improper considerations,” i.e., whether the board
is disinterested and independent (the first Aronson prong). | Rales, 634 A.2d at. 933-34,
Cray, 431 F Supp. 2d at 1121. As discussed below, if Plaintiffs here were perrmtted to challenge

Aronson test would be implicated for analyzing demand futility. Conversely, because‘Plaintiffs’
Proxy Statement and GAAP/SEC regulation allegations do not challenge ‘any speciﬁc act of the
Board (but are based instead on allegedly inadequate disclosure and accounting controls) only the
first prong of Aronson (the * ‘impartiality” prong) is relevant to those allegations.’

B. -  Plaintiffs Do Not Altege That Any Of The Director Defendants Lacks Independence.

The first prong“o‘f the Aronson demand futility test, the “impar'tiality” prong, has two
components. The first component (discussed at length in the following suosections) relates to
whether a director is sufficiently “disinterested” to impartially consider a .shareholder demand.
‘The second component addresses Whetner adirector is “independent,” The issue of “independence”
is effectively a stand-alone test because a lack of independence by a majority of the board may,

inand of itself, excuse a derivative plaintiff from making demand. Rales 634 A.2d at 936;

interested director (or members of company management) that the disinterested director’s “discretion

MOTION TO DISMISS FOR FAILURE . DLA Piper US LLP
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the specific F5 stock option grant transactions they reference in the Complaint, both prongs of the

Cray, 431 F. Supp. 2d at 1121 (majority of dtrectors must be both independent and disinterested), |
- Inthe demand futlhty context, the concept of “mdependence” has a very spemﬁe meanmg,

relatmg to whether an otherw1se dlsmterested dlrector is so entlrely under the influence of an

would be sterilized.” Rales, 634 A.2d at 936. “A con_trolled director is one who is dominated by
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another party, whether through close personal or familial relationship or through ferce of will.”
Cray, 431F. Supp 2d at 1127 (cmng Telxon Corp. v. Meyerson, 802 A.2d 257, 264 (Del. 2002)).
Thus, to establish a lack of mdependence Plaintiffs must allege with the requ151te partxculanty how
and why each Dlrector Defendant is “dommated” by some interested person.’
Plaintiffs have not alleged a smgle partlcularlzed fact that bears on the independence of a.ny
Director Defendant The closest Plaintiffs come is to allege that the Director Defendants will not
“sue themselves and/or their fellow directors ‘and allies in the top ranks of the corporation for the
violations of law complained herein. These are people they have developed professional
relat_ionships'with, who are their friends and with whom they ha\le entangling financial alliances,

interests, and dependencies ....” Complaint‘ﬂ 154(a). Plaintiffs also state summarily that “[c]ertain

directors are also dominated and controlled by other directors and cannot act mdependently of

them.” Complaint § 154(b). These allegations do not even approach the level of spemﬁcny required
to plead demand funlity_. Which Director Defendants are “friends with” or entangled w1th” which
other Directors or F5 officers? ‘Which Directof Defendants are “dominated and controlled” by which
other Directors? And, most importantly, what is the nature of these various relationships and
“alliances” that-would p0551bly render any Director Defendant t incapable of exermsmg mdependent
Judgment and free w111'7 The Complalnt is snlent on all counts. . o

Courts have uniformly held that general references to friendship, business relationships, or
other affinity amongst directors is insufficient to negate i:ndepenele'nce. In Beam v. Stewart,
845 A.2d 1040 (Del. 2004), the Delaware Supreme Court observed:

[S]Jome 'professional or personal friendships, which may border on or even exceed
familial loyalty and closeness, may raise a reasonable doubt whether a director can
appropriately consider demand. ... Not all friendships, or even most of them, rise to

3 A'director may also not be independent if his or her livelihood is dependent on the company (for example, where the
director is also an employee). Cray, 431 F.Supp.2dat 127, The only Director Defendant conceivably implicated by
that standard is McAdam, so it is irrelevant to this inquiry because a majority of the Directors must lack independence in

order for demand to be excused.
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alleged wrongdoing. - B R

this level and the Court cannot make a reasonable inference that a particular
friendship does so without speciﬁc factual allegations to support such a conclusion.

Id. at 1050 (mtemal quotatlon omltted empha51s in original. Accord Aronson, 473 A.2d at 816
(“The shorthand shibboleth of ‘dominated and controlled dlrectors is msufﬁolent”) In Beam, the
plaintiff alleged that the directors “moved in the same social circles, attended the same weddings,
developed bpsiness relationships befor_e jolning the board, and described each other as ‘friends’ ...,
and those relatively particularized allegations Were still deemed insufficient to rebut the presumption
of director independence. 845 A.2d at 1051. Here, Plaintiffs provide not one iota of detail regarding
the éUppoée-d personal “entanglement” of any of the Director Defendants — as such, Plaintiffs
cannot establish that any of the Dlrector Defendants lack the requisite independence. |
Because Plamtlffs have falled to allege specific facts to rebut the presumption of the Director

Defendants’ independence on any issue, F5 will not again adclress the independence component of

the Aronson test in this Motion. That component has no bearing on Plaintiffs’ claim that demand on

F5’s Board would have been futile.

1 C. Plamtlffs Have Failed To Establlsh That Demand ‘Was Futile Or Excused

Regardless whether the Court applles the smgle—pronged Rales test or the two- pronged
Arneson test to the Complaint, Plaintiffs’ generic and conclusory allegations fall to establish that
demarld on the Director Defendants would have been futile. For each of the three categories of
all.eged wrongdoing on which Plailltiffs rely — (1) allegedly “backdated” stock option granté;

@) allegedly misleading statements in F5’s Proxy Statements; and (3) alléged violations of GAAP

and SEC regulations — Plaintiffs have failed fo meet the stringent standards necessary for demand to

be excused. The following subsections analyze, in turn, each of Plaintiffs’ three categories of

1. Allegedly “Backdated” Option Grants.

There is a fundamental threshold question regarding whether Plaintiffs may challeﬁge the
mere fact that F5 granted “in the money” options (divorced from the accounting and disclosure
MOTION. TO DISMISS FOR FAILURE ' DLA Piper US LLP .
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implications of those ‘grants). But even if Plaintiffs are permitted to challenge the allegedly suspect

|| option grants they identify in the Complaint, Plaintiffs have failed to establish that demand with

regard to those grants would have been futile. ‘

a. There Is Nothing Improher About Granting “In The Money” Options.

- Inits Order remanding to state court two of the derivative actions filed against F5, this Court

correctly observed as follows:

Companies are allowed to compensate their executives by providing them with
optlons to purchase stock at prices lower than market value. These are called “in the
money” options. One form of such an option grant would be to give an éxecutive the
option to purchase stock in the company at a cost equal to the price of the stock at
some arbitrary date in the past, such as a date during which the price of the stock was
low. Like any other form of compensation, however, companies must record. this
option grant as compensatlon for the purpose of reports to shareholders, eamings
reports to the SEC, and in tax forms. Thus, when plaintiff complains of the
 “backdating” of options, the alleged illicit practice is more thoroughly described as
the granting of below-market options to purchase stock and the Sfailure to report
those options as compensation. A

Order Granting Plaintiffs’ Motion To Remand [Docket No. 34] at 5:6-15 (emphasis added). The

‘Court s observatlons g0 to the very heart of what is rmsleadmg, and often confusing, about

Plamtxffs Complamt and thelr claims of demand futlhty Even if Plalntlffs rank speculatlon ‘
based on a narrow statistical review of stock and grant prlces, that'deliberate “backdating” of options

occurred at F5 were entirely correct, it is nonsensical for Plaintiffs to be'challenging the mere fact

|| that “in the rhoney” options were granted, because the Board or Compensation Committee could

have chosen, at any time, to grarit such options, Any cognizable damage to the Company, and

thereforé all of Plaintiffs’ proposed derivative claims, spring (if at all) not from the fact that “in the

|l money” options were granted, but from the alleged failure to properly account for those grants orto.

'adequately disclose F5’s grant .pyagti/pes Stated differently, if F5 had properly expensed every

“in the money” grant as compensation, and had clearly disclosed in its Proxy Statements that the

Company periodically awarded grants priced below fair market value, the Complaint would never

have been filed.
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Plaintiffs may argue that granting “in the money” options was inherently improper because
the FS Stock Optmn Plans purportedly prOh_lbl'[Bd that practlc- See Complamt §75. But the 1998
Plan authorlzes in the money” grants of Nonstatutory Stock Options. See 1998 Stock Option Plan

§ 6.° And the Board had absolute discretion to amend the Stock Option Plans at any time. For

example, the 1996 Plan granfed the Board

sole authority, in ifs absolute discretion, to: (a) construe and interpret this Plan;
(b) define the terms used in this Plan; (c) prescribe, amend and rescind rules and *
regulations relating to this Plan; (d) correct any defect, supply any omission or
reconcile any inconsistency in this Plan; (e) determine the individuals to whom
Options shall be granted under this Plan and whether the Option is an Incentive Stock
Option or a Non-Qualified Stock Option; (f) determine the time or times at which
Options shall be granted under this Plan; (g) deterrine the number of shares of
Common Stock subject to each Option, the exercise price of each Option, the
duration of each Option and the times at which each Option shall- become
exercisable; (h) determine all other terms and conditions of Options; and (i) make
all other determinations necessary or advisable for the administration of this Plan.
All decisions, determinations and interpretations made by the [Board] shall be
binding and conclusive on all participants in this Plan and on their legal
representattves, heirs and benef iciaries.

1996 Stock Optlon Plan § 2 (emphasis added). Thus, even assuming that some provision of the Plan

theoretlcally prohibited the grant of “in'the money”” options, the Board could s1mply have amended

the Plan at the same time the Board approved the optlon grant, and Plaintiffs would have had no -

recourse whatsoever. Again, as.this Court noted, the i lssue i3 not whether the grant of an “in the

money” option is improper; the issue is whether the Company properly accounted for © in the money”

options and adequately disclosed its actual options practices.
While these distinctions appear theoretical, they have real implications for this Motion and
for Plaintiffs’ bid to proceed derivatively on F5’s behalf, If the “challenged transactions” to which

Plaintiffs’ demand would have applied are the stock grants themselves, it creates a separate set of

24
25
26

® The four Stock Option Plans referenced in the Complaint (] 51) are attached as Exhibits H through K at pp. 35-80to
the Keehnel Declaration for the Court's general reference. Each of the Plans contains similar language granting the
Board virtually unlimited discretion to interpret or amend the Plan at any time, within the Board’s sole discretion.
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|| issues for evaluating the Director Defendants’ disinterestedness and the propriety of the stock grants

under the Business Judgment Rule. Ultimately the result is the same because, as discussed below,
Plaintiffs’ demand futility arguments still fail when applied to the stock grants. If, however, the
Court.recognizes the gravamen of the Complaint as disclosurz and accounting issues, an extended

analysis of the grants becomes unnecessary.

b. - Demand Was Not Futile Based On Director Interest In The Stock Grants.

l_f' the Court chooses to ~analyze_demand futility related -to theé stock grant transactions
themselves, the Court must determine whether the particularized factual allegations of the Complaint
create a reasonable doubt that F 5’s Board could have properly'exercised its “disinterested” business
judgment ln resporlding to Plaintiffs’ demand. Cray, 431 F. Supp. 2d at l121 (citing Rales). "‘A
director is considered interested where Ahe or she will receive a personal financial benefit from a
transaction that is not edually shared by the'stdckholdérs. Directorial interest also exists where a
corporate decision will have a mater_lally_detrimental impact on a director, but not on the cori)oration

and the stockholders.” Rales, 634 A.2d at 936 (internal citations omitted). Critically, however, “the

mei’e tlzreat of pérsonal liability for approving a questioned 'transaction, Standing alone, is ¢ -

msujf czent to challenge the disinterestedness of dzrectors In other words a pla1nt1ff may not
bootstrap allegatxons of futlllty by pleadmg merely that the directors parthpated in the challenged
transaotlotx or that they would be reluctant to sue themselves.” Cray,,, 431‘F . Supp. 2d at 1122
(intérnal quotations omitted; einphasis added) (citing In re Sagent Tech., Inc., ‘Deriv. Litig., 278 F.
Supp. 2d 1079, 1089 (N.D. Cal. 2003)). | | |

" There are at least two threshold issues that bear on an analys,ls of the “dtsmterestedness” of
F5’s Directors related to the challenged stock grants. First, plaintiffs must demonstrate that at least

four Director Defendants are interested with regard to each grant transaction, Demand is futile only

if a majority of the Board is interested | (and therefore incapable of an impartial evaluation of he |

demand). Cray, 431 F. Supp. 2d at 1121. As discussed above, prior to this derivative action bemg

commenced, F5’s Board had voted to form a Special Committee to commence an independent
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investigation into stock option issues, and to bring on a new Director to serve on that Special
Committee. The new Director, Deborah Bcvier, jo{ned the Board cffective July 14, 2006, only
five weeks after Plainti-ffs filed their initial laWsu'itr(and well before any of the derivative cases were
consolidated or Plaintiffs and their counsel were appointed to lead this consolidated action).
Given the novelty and complexity of these stock option issues, and the time required for a thorough
investigation and deliber‘a.tion any demand made on F5’s Board would have been ultimately
evaluated by the six Director Defendants and Ms. Bcvxer for a total of seven dlrectors Thus, for
each stock grant transactlon Plaintiffs wish to cha]lcngc they must demonstrate that four of the
Director Defendants (i.e., a majorlty of the Board) were interssted in that pamcular grant
M, itis critical to bear in mind that Plamfuffs allegations regarding deliberate and secret
“Backdating” of options at F5 is based entirely on conjecture, Plaintiffs identify a subset of F5’s
option grants, note that those grants fell on or simply near the low point of F5’s stock price during
the month of the grant, and snmmarily conclude that intentional and “fraudulent” conduct must have
occurred Consplcuously missing from the Complamt are any allegations regardmg the total number |
of optlon grants F5 made during. the six- year period that Plaintiffs rely upon (1999-2005), how the
strike pnccs of thosc other grants compared to F5’s stock price before and after the grants, and how
.Plamtlffs subset of hand- pxcked grants fits mto the overall context of FS’s stock option practices.
See In re Linear Tech. Corp. Deriv. Litig., No. C-06-3290 MMC, 2006 WL 3533024, *3 (N.D. Cal.
Dec. 7, 2006) (“Witn respect to the allegations of ‘backdating,” the only factual allegation offered by
plain’ciffs is that on seven-occasions over a period of seven years, stock options were dated : just after.
a sharp drop’ in mear s stock and ‘just before a substantial rise,’ which, plaintiffs allege, constitutes
a ‘striking pattern that could not have been the result of chance.” Because plaintiffs prowde no facts

as to how often and at what times the Commzttee Defendants have granted stock options in the

past no ‘pattern,’ let alone a ‘strzkmg one, is apparent’) (mternal cxtatlons omltted emphams”
added). Plaintiffs do not refer to a single piece of actual evidence that any Director Defendant knew

that options' were being “backdated,” or sought to profit from such activity. In short, the predicate to
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any challenge to thé grant transactions — i.e., that the optidns were intentionally “backdated” — is
raw speculation, a fact that should inform the Court’s consideration of F5’s Board’s capacity to
impartially evalddte Plaintiffs’ claims. | |
Against that backdrop, the question is whether a majority of F5’s Directors was “Interested”
with regard to any particular option grant transaction identified in the Coﬁplaint. One way of
demonstrating interest is to show thdt a Director “will receive a pé‘rsonal financial benefit from a
transaction that is not equally shared bil the stockholders.” Rales, 634 A.2d at 936'(emphasis
added) Plaintiffs imply that the Dlrector Defendants are interested because some of them received
allegedly “backdated” options. See Complamt thl 152 154(d). Asan 1n1t1al matter there are only
two grants challenged by Plaintiffs in which four of the Director Defendants received options: the
January 1, 2001 grant and the May 6, 2002 grant (Complaint § 8).” Thus, at most, the receipt of

allegedly “backdated” options would relate only to those two grants. More importantly, the financial

benefit, if any, from the grant transactions themselves has already been received by the Director

Defendants — the issue now is whether the granfing of the challenged options should .so‘mehow

'subject the Director Defendarits to personal liability Thus, the Directors’ ihterest in the grant

transactions is properly evaluated not on the ba51s of prospectlve benefit, but on the basis of whether
Plamtlffs demand “will have a materlally detnmental 1mpact on a- dlrector but not on the
corporatlon and the stockholders.” Rales 634 A.2d at 936.

Plaintiffs assert that this ac‘uon will have a materially detrimental impact on the Director
Defendants because they allegedly “played a central role in the events leading up to the backdating
debacle that has ensnarled F5 and the Board members face a subétantial Iikeliho'od of personal

liability as a result of their actions and conscious failures to act.” Complaint § 153. It is beyond'

7 1t should be noted that in 1 the Introduction section of the Complaint, Plaintiffs allege that Directors Higginson, Guelich,
and Grinstein each received 100,000 options as part of the January 1, 2001 grant. Complaint §9. That allegation is
erroneous, and Plaintiffs acknowledge later that, in fact, Directors Higginson, Guehch and Grinstein received only 7,500

options apiece as part of the January 1,2001 grant. Comp]amt 9 65.
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dispute that the mere threat of personal liability for approving or participating in the challenged"

transaction is not sufficient to overcome the presumption of director disinterestedness. Cray, 431F.
Supp. 2d at 1122; Aronson, 473 A.2d at 815. The potential for liability can only éstablish'director

interest “in rare cases [where] a transaction [is] so egregious on its face that board approval cannot

‘meet the test of business judgment, and a substantial likelihood of director liability therefore

exists.” Aronson, 473 A.2d at 815 (emphasis added).

This is clearly not that “rare and egregious case” where director liability is substantially
likely. Here, there is not even évidence that the challenged option grant transactions involved any
wrongdoing of any kind — there is nothing more than Plaintiffs’ sheer speculation that sométhing
nefarious must have occurred based on the fonuity of certain grant dates. More to the point, there
are no a}legations‘what‘socver in the Complaint regarding how each of the challenged grants was

approved, pursuant to what authorify, and (most importantly) by which Director Defendants. Ifa

particular Director Defendant merely received an allegedly “backdated” option, but did not approve
the granting of that option, there would be.no»_baSis for liability as to that Director (any more than
thér_e would be for a line employee who received such an option). For each gfant transaction

referenced in the Complaint, Plaintiffs bear the burden of pleacing particularized facts demonstrating -

that a méj orify of F5’s Board wasbinterested as to that grant -— that exercise oﬁviously r'equifes an
assessment of each Director’s individual interest or disinterestedness. But there are literally no facts
in the Complaint that permit an analysis of any partiéular' Direétor Defendant’s participatibn in, or
approval of, any particular grant. Without specific facts on that issue, Plaintiffs.have failed to plead

any iike]ihood, let alone substantial likelihood, of the Director’s liability.

Indeed, Plaintiffs’ burden of establishing a “substantial likelihood” of liability is made even -

¥ F5's Articles of Incorporation are attached as Ekhibit G at pp. 29-34 to the Keehnel Declaration, Because they are
publicly-available through the Washington Secretary of State, the Court may take judicial notice-of the Articles.

Boeing, 40 F. Supp. 2d at 1165.
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F5’s Articles provide, in relevant part, as follows: “No c'lireptor of the Corporation shall be
personally liable to the Corporation or its shareholders for monetary damages for his conduct as a-
director, except for (i) acts or omissions that involve infenlional misconduct or a k_noWing violation
of law by the director, ... or (iii) any transaction from which the director will personally receive a
benefit in money, prsperty or services 1o which the director is not legally entitled.” Articles of
Incorporation § 5.2. As discussed above, the exception for “personal benefit” applies, at most, to
two of the challenged grants — January 1, 2001 and May 6, 2002 — because those are the only
grants is which four of the Director Defendants allegedly received options. Even if the receipt of

those two grants were sufficient to render a majority of the Board interested as to those grants, for all

other grants Plaintiffs must prove that the Director Defendants intentionally “backdafed” options or
knowingly violéted the law, i.e., that the Directors committed fraud. As discussed, the Complaint
lacks any facts, let alone parti_cuiarized tacts, that would support a finding of fraud as to any of the
Director Defendants. . |

Similar to Plaintiffs’ suggestion that the Director Defendants face a substantial likelihood of
liability, Plaintiffs also suggest that the Director Defendants are interested because“"‘[a]ny suit by the
current directors of F5 io remedy these wrongs would likely further expose the Iiébility of defendants
under the federal sécurities laws, \%}hiCh could result in aaditio:nal civil and/or cﬁfninal actions being
filed against one or more of the defendants, thus, ihey are hopelessly conflicted in making any
supposedly independent determination whether to sue themselves.” As an initial'matter, thisis a
curious assertion-given that, before Plaintiffs commenced this action, (i) FS had already launched its
own internal investigation (which spanned over five months and cost in exbess of $7 million), and

(ii) F5 was already under investigation by both the Department of Justice and the SEC. 2005

10-K/A2 (Keehnel Dec., Ex. B at p. 8). Ahd F5 cpnsisten'tly announced that it was producing

information and cooperating fully with the Government’s inquiries. /4. at 8. In short, since at least
May 2006, it has been clear that all relevant facts related to F5’s stock option practices would

inevitably be eprsed. Moreover, this Court has already recognized that bare allegations regarding
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possible “exposure” to further liabilify aré iﬁadequate to challenge director disinferestedriess. Cray,
431 F. Supp. 2dat 1121 1.5.° See also Seminaris v. Landa; 662 A.2d 1350, 1354-55 (Del. Ch. 1995)
(allegations that directors were named in pending securities: ﬁlass actions, and subjects of SEC
investigation, insufficient to create reasonable doubt regardirg director disinterestedness).
Finally, Plaintiffs altude to alleged “unlawful insider sales” by certain Director Defendants.
See Complaint §{ 137, 152 (and cﬁafts). [t is not clear whether Plaintiffs are relying on those alleged
sales to supﬁor’t their claim that F5’s Board was incapablé of acting impartialiy on Plaintiffs’
demand. Plaintiffs do state in their demand futility allegations that the “members of F5’s Board of
Dire_ctors have benefited, and will continue to benefit, from the wroﬂgdoing alleged herein ..., but
do not spécify whether that ‘;beneﬁtf’ is meanf to include alleged ~“insidér sales.” To the extent
P]aintiffs intend to rely: on. purportedly “unlawful insider sales” to rebut the Directors’
disinterestedness, this Court has already oonsidered and rejected that theory. In Cray, this Court
analyzed the impact of insider sales and‘ concluded that they were insufﬁcient to establish
interestedness. 431 F. Supp. 2d at1126 (cmng Sagent and Guttman v. Huang, 823 A.2d 492 (Del
Ch. 2003)). FS will not repeat this Court s thorough analy51s on this point, but respectfully directs

the Court to the Cray opinion. 0.

In summary, Plaintiffs have failed to allege aﬁy particularized facts.,. to establish that a-

majority of the Director Defendants are “interested” as to any of the option grant transactions that

? The complaint in Cfay contained cookie-cutter demand-futility allegaions virtually identical to those asserted by
Plaintiffs here. This Court was able.to summarily reject the vast majority of those allegations as patently inadequate to
meet the particularity requirements of the demand futility standard. See (Cray, 431 F. Supp. 2d at 1121 n.5.

' It should be noted that Cray did suggest that the timing and magnitude of the insider trades in question could be
relevant, That observation was in response to the plaintiffs’ reliance on Zimmerman v. Braddock, No.Civ.A.18473-NC,
2005 WL 2266566 (Del. Ch. Sept. 8, 2005), in which three of the director defendants sold $248 million of stock in just

45-days.- -See-Cray; 431-F-Supp: 2d-at-1125-27. - Here; the six Director -Defendants-allegedly sold an aggregate-of [~~~ -~

$56,153,064 over a seven-year period (1999 to 2006), and $42.9 million of those sales were by a single Director
(McAdam pursuant to a 10b5-1 prescheduled sales plan). Complaint § 137, Moreover, there is no link in the Complaint
between any of the alleged insider sales and any of the allegedly “backdated” options. Finally, there is no cause of action
for common law “insider trading” in Washington, so those allegations should have no bearing on whether the Directors

face a substantial likelihood of liability. Cray, 431 F. Supp. 2d at 1133.
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 AmSouth Bancorporanan v. Ritter, 911 A.2d 362, 371 (Del. 2006) (demand not excused, despite

Plaintiffs challenge in the Complaint. As such, demand was not futile under the first prong

(the “1mpamallty prong) of the Aronson test.

c. Demand Was Not Excused On The Grounds That The Stock Grants Were Not
A Valid Exercise Of Business Judgment. .

Under the second prong of the Aronson test (the “busineséjudgment” prong), Plaintiffs can
establish that they were excused from making demand on the F5 Board if they plead particularized
facts creating a reasonable doubt that the challenged option gfarits were “the pfoduct of a val_id
exercise .of busihgss judgment.” Rales, 634 A.2d at 933 (citing Aronson, 473 A.2d at 814).
Thus, this test requires Plaintiffs to plead a set of specific facts that, on their face, overcome the
fundamental présﬁmptions created by fhe Business Judgment Rule. “[The Business Judgmient Rule].
is a presumpﬁon that in making a business decision the directors.of a corporation acted on an,
informed baéié; in good faith and in the honest belief that the action taken was in the best interes:cs of
the company. Absent an abuse of dlscretlon that Judgmeqt will be respected by the courts.”

Aronson, 473 A.2d at 812

~ Torebut the presumption of the Business Judgment Rule for demand futility purposes, it is .

not sufficient (or permissible) for a plaintiff to challenge the substantive merits of a Board decision,
because that would si.mply invite shareholders to secdnd-gu.ess Board actions (the very evil the
Business Judgment Rule'is intended to prevent). See, e.g., A.R. DeMarco Enters., Inc. v. Ocean
Spray Cranberries, Inc., No, Civ. A. 19133-NC, 2002 WL 31820970, *5 (Del. Ch. Dec. 4, 2002)
(rejecting demand futility challenge to Business Judgment Rule: “Nb facts are alleged wﬁich even
suggest that the directors’ aétioné were not in the best interest of the corporation excebt fhat plaintiff |
thinks they aré not”). Nor is it 'sufﬁcient for plaintiffs to allege merely that some form of

wrongdoing, or harm to the company, occurred on the directors’ watch. See, e.g., Stone ex rel

company paying $50 million in civil penaltxes based on legal violations committed during directors’

tenure). A would-be derivative plaintiff must instead plead, with particularity, that the decision-
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making process waé grossly negligent or otherwise conductec: in bad faith. For example; in Brehm
the Court observed: “As for the plaintiffs’ contention that the directors failed to exercise
‘substantive due carc,; we should note that such a concept is ft}rci gn to the businessjudgment rule.
Courts do not measure, weigh or quantify directors’ judgments. We do not even décide if they are
reasonable in this context. Due care in the décision—making context is process due care only.”

746 A.;Z'd at 264 (emphasis in original)."

In this case, Plaintiffs cannot possibly overcome the presumptions 6f the Busineés J udgﬁent
Rule. Piaintiffs have no way of attacking the due care involved in the process of granting the
challenged stock options because the Complaint is devoid of any allegations regardmg that process
As discussed above, Plaintiffs have not even al]eged which (if any) of the Dlrector Defendants
participated in approving any particular option grant, let alone how the approval process was
conducted grossly negligently or in bad‘ faith, Brehm, 746 A.2d at 264. The Business Judgment

Rule is one of the most fundamental and inviolable precepts or corporate law, and Plaintiffs bear an’

extremely heavy burden of pleading ultimate facts sufficient, on their face, to overcome the Rule. -

They have pled no such facts. |
d. The Court Should Disregard The Maxihz Decision.

: Oﬁ Fébruary 6,2007, the Delaware Chancery Céurt (Chancellor Chandlér) issued an order in
the Maxim Integrated Products derivative litigation. See Rvan v. Gifford, No. Civ. A, 2213;N,
2007 WL 416162 (Del. Ch, Feb. 6, 2007) (“Maxim”). Plaintiffs will undoubtedly trumpet Maxim as
the lodestar decision regarding the application ‘of ’demand futility in the options “backdating”
context. Méﬁcim involved allegations of systematic, fraudulent “backdating” of stock options, and

Chancellor Chandler concluded that those allegations were sufficient to excuse demand under both

""In Brehm, the Delaware Supreme Court also noted that “[i]t is the essence of business judgment for a board to
determine if a particular individual warrants large amounts of money ...,” and that “the size and structure of executive
compensation are inherently matters of judgment.” 746 A.2d at 263 (mternal citations omitted). Thus, board decisions
regarding compensation issues (like decisions to grant “in the money” options) are entitled to particular deference. /d.
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prongs of the Aronson test, the “impartiality” prong and the “business judgment” prong. The Maxzm
decision is neither determinative nor instructive here because the underlying facts are
distinguishabie, and because many of Chaneellor Chandler’s findings and rulinge are simply
erroneous. | .

There are a number of reasons the Court should disregard Maxim. First, and perhaps most
importantly, the entire ruling is predicated on an assumption that fraud occurred. Indeed, the
assumption of fraud is inherent in Chancellor Chandler’s definition of “backdating”: “Commonly

known as backdating, this practice involves a company issuing stock options to an executive on one

date while providing fraudulent documentation asserting that the options were actually issued

earlier. These options may provide a windfall for executives because the falsely dated stock option
grants often coincide with market lows.” 2007 WL 416162 at *1 (emphasis added). This basic

definition is the thread that runs through the remainder of thé Maxim analysis; and this foundational

assumption that “backdating” equates to fraud is (to mix metaphors) the first domino that tips over a

series of rather remarkable holdings regarding the implications of granting “in the money” options.
g y op

Based on the plamtlffs bare assertion that the Maxim dlrectors fraudulently “backdated” optxons —

| supported only by a thrrd -party statistical - analysrs of Maxim’s option grants (discussed further I

below) - Chancellor Chandler concluded that “[a] board $ knowmg and mtentronal decision to

exceed the shareholders’ grant of express (but limited) authori:y raises doubt rega:dmg whether such
decrsmn is a valid exercise of business judgment and is sufﬁment fo excuse a fallure to make
demand.” Id. at *9. Chancellor Chandler then made the followmg statement (whrch is certain to

appear, in bold in every future “backdating” complamt)

[ am unable to fathom a situation where the deliberate violation of a shareholder
approved stock option plan and false disclosures, obviously intended to mislead

shareholders into thmkmg that the directors complied honestly with the shareholder- | .

~ approved option plan, is anything but an act of bad faith. It certainly cannot be said to
amount to faithful and devoted conduct of a loyal fiduciary. Well-pleaded allegations
of such conduct are sufficient, in my oplmon to rebut the business _]udgment rule and

to survwe a motion to dlsmlss
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Id. at ¥12. Thus, under Maxim, “backdatmg” (as Chancellm Chandler def ines zt) is apparently a
per se breach of a director’s fiduciary duties.

If one starts from the premise that “deliberate” conduct “intended to mislead shareholders”
occurred, it is not difficult to end up where Chancellor Chandl’er did. But the Maxim rulings are
based on a critical and fundamental misconceptl_on: that granting an “in the money” optiorl must
involve a “lie” or a knowing violation of the law. Chancellor Chandler stated: , |

Yet, it is difficult to understand how a plaintiff can allege that directors backdated
options without simultaneously alleging that such dirzctors knew that the options
were being backdated. After all, any grant of options had to have been approved by
the [directors], and [the directors] can be reasonably expected to know the date of -
the options as well as the date on which they actually approve a grant.

Id. at *9. But if “backdating” implies intentionally improper or unlawful co'nduct, it is quite simple

to posit any number of scenarios where a director might ke unaware that an option had been

“backdated.” Here is one: imagine a stock option grant that was approved not at a Board or

Compensation Committee meeting, but uslng a Unanimous Written Consent (or “UWC™) prooedure,'
whereby directors si gn and return consent forms approving the action.'? An outside 'direc'tor\wh'o
lives in anotller sfale receives the UWC, signs it, and returns it to the oompany’slegal depaﬁment 3
There is no reason to assume the 0uts1de director will know when other dlrectors returned th61r

UWC forms — it is much more reasonable to assume that the director will simply be informed, at

some later date, that the grant was approved. In that scenario, the director may not even have

knowledge of the mechamcs of the approval process (i.e., Chancellor Chandler’s “actual approval”
date). What is more, our hypothetical director may have no specxﬁc knowledge of how the

“actual approval” date relates to the “date of the options” that Chancellor Chandler refers to, or how

E,Plaintiffsrhere,acknowledgerthat, F5’s Bylaws authorized F5’s Board to take action via Unanimous Written Consent, |

Complaint§ 57. See RCW 23B.08.210(1) (permitting action by unanimous written consent if “evidenced by one or more
consents ‘describing the action taken, executed by each director either hefore or after the action taken™) (emphasis
added). Andit is hardly a secret that corporate boards, particularly boards composed primarily of outside dxrectors {who
may have other jobs or live in other jurisdictions), routinely proceed using UWCs.
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disclosed. The recent furor over options “backdating” — and the flood of literature and conmﬁentary
regarding the proper meaning of that term and the legal implications, if any, of various stock option
practices — is stark evidence that the issues are far from obvious. (Recall that the F5 independent
investi gatioﬁ, with the assistance of a Big Four accounting ﬁrrﬁ, took five months and over

$7 million to determine which grant measurement dates should.not be relied upon.) Thus, in this

shareholders” or commit any fraud.

If one accepts the prbposition that a director could (as described above) participate in the
approval of an “in the money” ojntion grant innbcéntly (or, at most, negligentl)}), then the Maxim
rulings collapse.”® They collapse because, under the heightened 'pléading standards of Rule 23.1,
a 'deri\}ative plaintiff bears the burden of pleadiﬁg particularized facts to estab_lish demand futility.

In the absence of specific facts demonstrating that specific-directors engaged in intentional

trumping the Business J udgment Rule), the default 'assumption must be that fraud did not occur.

1| 1f, as the Maxim opinion suggests, a derivative plaintiff need only make the conclusory allegation

that “backdating” (i.e., “issuing stock options to an executive on one date while providing

fraudulent documentation asserting that the options were acttxally issued earlier”) occurred, without

© On the same day he issued his Maxim decision, Chancellor Chandler decided another case, /n re Tyson Foods, Inc.
S'holders Litig., No, Civ. A. 1106-N, 2007 WL 416132 (Del. Ch. Feb. 6,2007). Tyson did not involve allegations of

is inapposite here because Plaintiffs do not allege that F5 engaged in “spring-loading.” But Tyson is notable in that
determine that in the money options are an appropriate form of executive compensation.” Id. at *18 (emphasis added).

The recognition that, in a vacuum (i.e., divorced from accounting and disclosure considerations), granting an “in the
money” option is not improper, nefarious, or inherently deceptive undercuts the fundamental rationale for the Maxim

ruling.
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the interplay of those dates impacts the manner in which such optioris must be accounted for and

example, the director in question did absolutely nothing nefarious and certainly did not “lie to '

wrongdoing or deliberately sought to mislead investors (rendering such directors “interested” or |

factual support, then Rule 23.1, and indeed Rule 9(b) and the fundamental pleading standards '

options “backdating,” but involved instead a different alleged options practice known as “spring-loading,” i.e., issuing
options immediately before the announcement of good news that is likely fo drive up the company’s stock price. Tyson -

|-Chancellor Chandler acknowledged that “[a] board of directors might,.in an exercise of good faith business judgment, ). .. .. ________.
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applicable to fraud, are nullities. Moreover, if such bald allegations create a per se violation of a
boa_ard’s fiduciary duties, then both the demand futility doctrine and the Business Jﬁdgment Rule are
eviécerated in the’ optiofl “backdating” context. |
The only specific basié in Maxim for Chancellor Chaﬁdlcr’s conclusion tﬁat inientional,
nefarious conduct occurred is the so-called “empirical eviden‘ée” in the Merrill Lynch anal(ysis.. (Itis .
unclear whctﬁer Chancellor Chandler would have found that analysis S0 pe.rsuasive had he not
already concluded that the Maxim directors engaged in fraud.) Asan initial matter, F5 respectfﬁlly
submits that pure speculation of intentional director m'isconduct_, based on even the most COnlpélling
statistical data, can never'satisfy the stringent pleading burden ifnposed on a derivative plaintiff by
Rule 23.1 and the demand futility doctrine. More to the point, the “empirical evidence” considered
by Chancellor Chandler clearly distinguishes Maxim from our case. The Merrill Lynch analysis that
Spawnéd the Maxim litigation identified just six companies that were the most seriously implicated
by Merrill Lynch’s statistical methodoleogy, and Maxim was one of those six cbmpanies, The

statistical analysis.evidently showed that the average annualized returns on option grants-to Maxim

management were fen times higher than comparable market returns. F5, conversely, is just one of

literally 'hunddre‘:ds‘ of cdmp_anies swept up by statistica}l reviews of stock option ‘grants that compare
grant price to fluctuations in stock price. . Complaiﬁt 14.'* There is no e\}idcnoe in this case
compﬁrable to the Merrill Lynch data that Chancellor Chandler obviously found too coincidental to
ignoré. And Chancellor Chandler speci'f'ically noted that His rulings were based on the “unusual

facts” of Maxim (id. at *8), which may explain why the decision is unpublished."

14 plaintiffs will likely trumpet a May 16, 2006 Center for Financial Research and Analysis (“CFRA”) report (see
Complaint § 143) which identified F5 among 17 companies “at risk for having backdated option grants,” but the CFRA
cautioned that its statistical analysis-did not prove that any backdating actually-occurred:- Plaintiffs-also admit that F5---
was not implicated by other statistical analyses. Complaint § 4.

1S Maxim isalso factually distinguishable from this case because Chancellor Chandler found that the stock option plans
at issue “required” all options to be granted at fair market value, and that the “board had no discretion to contravene the
terms of the stock option plans.” /d. at *8. As discussed in Subsection ITI(C)(1)(a) above, F5's Board had absolute
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The Maxim decision reflects the visceral reaction of many to the loaded “backdating”
concept. Unfortunately, Chancellor Chandler relied on factually unsupported allegations regarding
al-leged “fraudulent” conduct, without holding the plaintiffs to the exacting standard of ‘proof
required to establish demand futility. F5 respectfully submits that the M;zxz'm opinion is questionable

law (which will undoubtedly be reviewed by the Delaware Supreme Court) and simply should not be

followed.
¢ .

In summary, even if Plaintiffs are permitted to challenge the option grant transactions,
Plaintiffs have failed to establish that demand v;/ould have been futile as to those transactions
because there are no particularized facts to suggest eithei' '(i) that the Director Defendants were
interested in those grants such that they could not impartially e.valuate Plaintiffs’ demand, or (ii) that |
the grants were not a valld exercise of business judgment under the Business Judgment Rule. Thus,
any claims predlcated on the grant transactions must be dlsmlssed

2. Allegedly Misleading Statements In FS’s Proxy Statements.

Plaintiffs’ second category of .alleged wrongdoing relates to purporfedly misleading -
statements in F5’s Proxy Statements. Because Plaintiffs are not challen‘g:i‘ngrany particular
transaction, but rafher'the Board’s general disclosure of optiqn pricing practicee; the only question
for assessing demand futility is whether a majority of the Director Defendants is “interested” in the
Proxy Statement issues, such that they would be mcapable of 1mpart1ally evaluatmg a demand

related to those issues. Cray, 431 F. Supp 2d at 1121.

Even assuming arguendo that the Proxy Statements were materially misleading,'plaintiffs’

Proxy Statement allegations fail for essentially the same reasons that a challenge to the stock grant -

transactions would fail. The Complaint contains no fact

to satlsfy the strlngent requlrements of Rule 23 1 — that conn ect any of the Dlrector Defendants to

discretion at any time to amend the F5 Stock Option Plans. Given that discretion, the Plans were no impediment to
grantmg in the money” options if the Board chose to do so. -
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the alleged Proxy violations. Instead, Plaintiffs baldly state that the Director Defendants engagedin |
“a secret, mulri-year scheme of backdating stock option grants to themiselves and others byAusing
FS’s proxy statements and SEC ﬁlirxgs to conceal and disguise the fact that such backdating was
occurring,” and that the Directors would be “required to sue themselves .., which they would not
do.” Complaint 153 154(g) and (h). As previously d15< ussed, “the mere threat of personal
liability for approvmg a questioned transaction, standing alone, is 1nsufﬁ01ent to challenge the
disinterestedness of dlrectors. In other words, a plaintiff may not bootstrap allegations of futility
by pleading merely that the directors participated in the challenged transaction or rhat they would
be reluctizﬁt to sue themselves.” Cray,431 F. Supp. 2d at 1122 (emphasis added); accord Aronson,
473 A.2d at 809 (allegations that directors “approved” or “participated in, expressly approved and/or
acquiesced in” wrongdoing did not excuse demand). | '

"To establish demand futility, .Plaintiffs must go well beyond generalized allegations and
explaih what role the Director Defendants played :in' issuing the allegedly misleading Proxy.
Statements. Rattrer v Bidzos, No. Civ. A. 19700, 2003 WL 22284323, at *11,.13 (Del. Ch. Oct. 7,
2003) (demand not excused where directors allegedly “shou].d have been on notice of ... alleged
-misstatements,” but no particularized far;ts establishéd board’s involvement in preparing statements;
“The Amended Complaint alléges general knowledge.in a conclusory fashijbn-on‘- behalf of the
Director.Defenda,nts, explained solely by virtue of their service in various capacitz'es”)(erﬂphasi‘s _
added)); Guttman; 823 A.2d at 505-07 (demand not futile whereé complaint iaqked specific
allegations that directors had reason to know of misstatements). But Plaintiffé’ demand futility
allegations are nothing more than “generic and concluéory” ass:ertionsvvirtually identical to those that
this Court found to be inadequate in Cray. 431 F, Supp. 2d at 1121 n.5 (rejecting as inadequate
“allegation that directors breached ﬁduciary duties” (c¢f. Complaint {154 (a), (c));

“generlc a]lega’uon of inter-related famlllar busmess profe ssional and personal relatlonshlps

(¢f. Complaint ] 154(d)); “generic allegation of knowledge of and/or benefits from wrongdoing”
(¢f. Complaint §{ 154(b), (d)); “generic allegation of participation in and/or approval of |
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wrongdoing” (cf. Complaint ] 153, 154(b)); “generic allegation that directors would be forced to

‘sue themselves” (cf. Complaint 9 154(g), (i));'® “allegation that suit by current directors would

‘likely expose’ directors and officers to further violations of securities laws” (cf. Complaint

9 154(e)); “allegation that [companly] will be expesed to further losses” (¢f. Complaint § 154(f));

‘“allegation that directors may face uninsured liability” (cf}(lomp]aint 1 154(h)).I7 In short, this

Court has already considered and rejected Plaintiffs’ demand futility al]egat1ons
Because Plalntlffs have not established that demand would be futile as to their Proxy
Statement allegatlons, any claims based on those allegations must be dismissed.

3. Alleged Violations Of GAAP/SEC Regulations.

For their final category of alleged wrdngdoing, Plaintiffs claim that F5 violated certain

GAAP principles, and certain SEC Regulations regarding executive compenéation, by improperly -

accounting for “in the money” options. According to Plaintiffs, those violations rendered FS 's
Forms 10-K false or misleading.  As with their Proxy Statement allegations, Plaintiffs afe not
challenging a particul_ar transaction or.act of the Board; rather, they are challenging the Director
Defendants’ oversight of F5’s accountmg practices and disclcsures. As such the only questlon for
the purposes of demand futility is whether a majorlty of the Director Defendants is “interested” in
the accountmg 1ssues, such that they were incapable of im_parcially evaluating'a demand related to

those issues, Guttman, 823 A.2d 492 (enly the first Aronson prong applies to accounting violation

claims such as these).

' Plaintiffs also allege that “the current Board of Directors has not filed any lawsuits against itself or others who were
responsnble for [the alleged] wrongful conduct ....” Complaint § 154(f). The courts have rejected this theory because it
is directly contrary to the Board's “authority to 1n1t1ate or to refrain from initiating legal actions asserting rights held by

the corporation.” Whitev. Panic, 783 A.2d 543, 550 (Del. 2001); Blasband, 971 F.2d at 1052 (“The Board’s failure to |

take action, even if it is aware of wrongdeing, does not demonstrate [demand] futility”) (emphasis added). Moreover, it

is not as if F5's Board has not taken any action — it voluntarily launched an extensive independent investigation, and | _

then implemented extensive remedial measures (and restated its ﬁnancxals) in response to that investigation.

""" See also Caruana v. Saligman, No. Civ. A, 11135, 1990 WL 212304, *4 (Del. Ch. Dec. 21, 1990) (demand not
excused when “liability insurance has a typical exclusion from coverage of claims brought by [a company] against its
dlrectors")(mtemal quotation omitted); accord Stepak v. Addison, 20 F.3d 398, 411 (11" Cir. 1994) (same).
This argument is nothing more than a variation of the “directors will not sue themselves” theory.
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The same generic and conclusory demand fut'ility. allegations that underpin Plaintiffs’ Proxy
Statement allegations purportedly apply to their accounting allegations. And those unsupported,
non-particularized allegations fail to establish demand futility for the same reasons discussed above.
In Guttman, the corporation at issue committed accounting errors that required a restatement of the
company’s financial statements. 823 A.2d at 495-96. The plaintiff made general allegations (akin to
the ones Plaintiffs advance here) that the director defendants breached their fiduciary duties by
felling to have proper accounting controls in place. /d. at 497. The Guttman Court found such
generalized allegations insufficient to establish demand futilizy, observing that “[t]he complaint is
en’drely devoid of particularized allegations of fact demonstrating that the outside directors had
alctual or constructive notice of the accounting improprieties. Even as to defendant Huang, the only
director~defendant who was a manager, tl'le complaint lecks particularized allegations regarding his
involvement in the process of preparing the company"s financial statements.” Id. at 498. See also
Stone, 911 A.2d at 363 (“In the absence of red flags, good faith in the context of director overslght

must be measured by the directors’ actions to assure a reasonable information and reporting system

‘exists and not by second guessmg after the occurrence of employee conduct that results in an

unintended adverse outcome”) Inre Czlzgroup S ’holders ng No. 19827,2003 WL21384599, *2
(Del. Ch. June 5, 2003) (demand not excused in absence of particularized facts showing director
knew, or should have known, of illegal practices and poor infernal eontrols). | |
Plaintiffs’ claims here based on alleged violations of GAAP and SEC Regulations fail for the
same reasons the clalms in Guttman failed. ‘With the exception of McAdam, all of the Director
Defendants are outside directors. There are no facts alleged in the Complaint regarding what
specific role, if any, the Directors played inF5’s a'ccounting or public disclosure practices. At most,

Plalntlffs allege that the Director Defendants were Directors. durmg the relevant time and, in some

instances, served on the Audlt Commlttee That is msufﬁmenl See Rartner 2003 WL 22284323 at
*11 (“The Amended Complamt alleges general knowledge ina conclusory fashion on behalf of the
Director Defendants explamed solely by virtue of their service in various capacities”). Nor do
MOTION TO DISlVlISS FOR FAILURE ' - - DLA Piper USLLP
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Plaintiffs allege any “red flags” that would have put the Board on notice of accounting irregularities.
See Gulrmarz 823 A.2d at 507 (“[T]he complaint does not plead asingle fact suggestmg specific red
—oreven yellow flags were waved at the outside dlrectors”) Again, it required a five-month, $7
million investigation aided by a Big Four accounting firm for F5 to determine that its financials
required restatement — there is absolutely nothing in the Complaint to suggest that -any of the
Direptor_ Defendants were, or should have been, awaré of accounting irregularities that mighl have
rendered F5’s public filings false or misleading.'® | | |

Plaintiffs’ géneric allegations regarding F 5’s Board’s alleged acts and fallures connote a
claim that the Director Defendants generally failed to properly oversee F5’s accounting and
disclosure actwmes. This form of overs1ght claim — often referred to as a Caremark claim — was
described by a Delaware Court as “possibly the most difﬁéult theory in corporation law upon which
a plaintiff might hope to win a ju.dgment..” In re Caremark Int ’I,’Inc. Deriv. Litig., 698 A.2d 959;
967 (Del.ACh; 1996); see also Cray, 431 F. Supp. 2d at 1124. A Caremarktheory carl only prevail if
there has been “a sustained or systematic failure of the board to exercise oversight — such as an-utter .
failure to attempt to assure a reasonable information and reporting system exists ....” ‘Guttman,
823 A.2d at 506. Just as l'i'n'Guttman, Plaintiffs’ Complaint “is empty of“the‘kihd.bf‘fé.ct"pleading'

that is critical to a Caremark claim, such as contentions that the company lacked an audit committee,

that the company had an audit committee that met only sporadically and devoted patently inadequate

time to its work, or that the audit committee had clear notice of serious accounting irregﬁlarities and

simply chose to ignore them-or, even worse, to encourage their continuation.” Jd. at 507.

"% Plaintiffs allege that F5’s restatement was an “admission of falsity.” Complaint § 116. That allegation is uttérly

.irrelevant for-the purposes.of this Motion. -The issue on this Motion is whethera-majority-of the-Director Defendants -4 --- - -

faces a substantial likelihood of personal! liability based on the alleged falsity in F5’s financials and public disclosures.

Because Plaintiffs have failed to plead a single particularized fact that would support such liability, they were not

excused from making demand on the Board. In re Baxter Int'l, Inc. S’holders Litig., 654 A.2d 1268, 1270 (Del. Ch.
1995) (court cannot “conclude that there is a substantial likelihood of liability” absent particularized allegatlons showm g

directors “ignore[d] obvious danger signs of employee wrongdoing™) (internal citation omitted). -
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In surﬁn1ary, there are no paﬁiéularized facts in the Complaint that any of the Director
Defendants faces a substantial likelihood of liability based on.alleged accounting errofs made by F5.
As such, demand was not futile with regard to Plaintiffs’ GAAP/SEC Regulation allegations, and all
claims predicated on those allegations should be dismissed.

D. ‘ The Special Committee Was Competent To Respond To Plaintiffs’ Demand.

Notwithstanding the foregoing discussion, it is ultimately unnecessary for the Court to
consider whether a majority of the Director Defendants was capable of impartially evaluating a
demand by Plaintiffs, for this reason: t‘here was ba standing committee, composed of disinterested
and iﬂdependént directors, that could have evaluated and responded to Plaintiffs’ demand and that
could have been given the power to act on behalf 6f, and to bind, F5’s Board."

Before Plaintiffs commenced their initial lawsuit on June 8, 2006, F5’s Board had estéblished-
the Special Committee to investigate F5’s stock option practices. The Board had also authorized the

appointment of a seventh Director (aﬁ outside Director) to serve on that Committee. As of July 14,

2006 — less than 40 days after Plaintiffs filed suit and long before Plaintiffs and their counsel were

appointed to lead these consolidated- derivative actions —- the Special Committee was fully
constituted and léading the indepeﬁdent investigation. 4.The Special Committee had two members.
The first Wa$ Deborah Bevier, the new outside Director with absblutely no connection to the stock
option- practices at issue in this suit. The second was Gary. Ames, a Director who Plaintiffs
acknowledge did not join F5’s Board until 2004, never served on the Audit Corhmittee, and never
granted or received any allegedly “backdated” options. Complaint § 152. Thus, for all the reasons
discussed in the preceding Sections, there is absolhtely. no basis on which to conclude that Mr. Ames

was “interested” in any of the alleged wrongdoing on which Plaintiffs’ claims are based.

17 Plaintiffs may argue that demand is excused because F5's Board created a Special Committee. There are many reasons

why such an argument is without merit, including that the Special Committee was created before the
Plaintiffs’ Complaint was filed and ot in response to derivative litigatior.
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Under Washington corporate law, two directors may act on behalf of a Board‘. The relevant

statutory provisions state as follows: -

(D) Unless the articles of vincorporation or bylaws provide otherwise, a board of
directors may create one or more committees of directors. Each committee must
have two or more members, who serve at the pleasure of the board of directors,

(4)  To the extent specified by the board of directors or in the articles of
incorporation or bylaws, each committee may exercise the authority of the boara’ of
directors under RCW 23B.08.010.

RCW 23B.08.250 (emphasis added). Had Plaintiffs properly made demand prior. to commencing
this derivaﬁve action, FSY’-S Board could have defegate_d to the Special Committee not only the
authority and mandate to thoroughly investigate the stock option issues (which, in fact, the Board
dxd) but to evaluate and act on Plamtlffs demand, | |
It is not clear whether any Court has ever grappled with th]S premse issue, i.e., how the
demand futility inquiry operatgs in a context wherte there is an existing committee of dlsmterested
directors who could act on behalf of the Board. in Beneville v. York, 769 A.2d 80 (Del. Ch. 2000),
the Court was considering whetﬁer demand on a board Would be futile whére the board was evenly
divided between 1nterested and disinterested directors. Inthe course of that analys1s the Court made:

the followmg interesting observation:

Assume, for example, that a corporation, by certificate or bylaw, has a standing
litigation committee comprised. solely of non-management, independent directors
who are empowered to accept demands without involvement by the other board
members.  Without deciding the question, I assume that Delaware courts would
give careful consideration to a claim by the defendam's that demand must be made

in such circumstances.

Id. at 87 n.16 (emphasis added).*

2 The Beneville Court then cnted to two other Delaware Chancery Court decmons but neither case appears to address‘
the stated proposition. '
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The Beneville hypothetical is quite nearly our case. There was a standing committee,
consisting solely of non-manaéement, independent directors. The only question is whether FS’s
Board would have taken the additional step of empowering the Special Committee to Aevaluate
Plaintiffs’ demand, but that question is not difficult to answer in light of what, in fact, occurred.
The Board gave the Special Cemmittee unlimited authority to fully inveetigate F5’s stock option

practices. The Board then accepted all of the Special Committee’s findings and its recommendations

for remedial measures. It is difficult to imagine the Board, particularly in the bright lights of a joint

DOIJ/SEC investigation, denying the Special Committee the power to investigate and act ona

shareholder demand that was based on all of the same issues and alleged conduct. Indeed, as the

Rales Court stated:

‘The task of a board of directors in responding to a stockholder demand letter is a
two-step process. First, the directors must determine the best method to inform
themselves of the facts relating to the alleged wrongdoing and the considerations,
both legal and financial, bearing on a response tc the demand. If a factual
investigation is required, it must be conducted reasonably and in good faith. Second,
the board must weigh the alternatives available to it, including the advisability of
implementing internal corrective action and commencing legal proceedings.

634 A.2d at 935 (internal citations-omitted). The Special Committee could have done just that, if

Plaintiffs had made demand.

In sur'nmary,'there may be no need to consider the interest or disinterestedness of a‘majority
of the Director Defendants because there was a standing committee that ceuld have been empowered
to act on the Board’s l;e'half. Or, at most, the issue of the disinterestedqess of a majority of the
Directors should relate solely to whether they were capable of j.mpartially considerihg not whether to
“sue themselves,”.but whether to téke the additional step of delegating to the Special Committee the
power not only to investigate, but to act on Plaintiffs’ demén(l. Under the circurnstanees, it seems

nearly inevitable that the Board would have taken that additional step. And we need not guess at

‘whether the Spe&alCommﬂtee would haveé{i}eﬁ eppropriate, éel:ievﬁe,vthefeﬁggeonsideration to the

underlying issﬁes raised by the demand, because, in fact, they did.

F5 respectfully requests that the Court dismiss the Complaint with prejudice.
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Respectfully submitted this 28" day of February, 2007.

DLA PIPER US LLP

.s/_Stellman Keehnel

Stellman Keehnel, WSBA No. 9309
Brian D. Buckley, WSBA No. 26423
Christopher M. Huck, WSBA No. 34104

701 Fifth Avenue, Suite 7000

Seattle, WA 98104-7044

Telephone:  (206) 839-4800
Facsimile; (206) 839-4801

E-mail: stellman.keehnel@dlapiper.com -
E-mail: brian.buckley@dlapiper.com
E-mail: christopher.huck@dlapiper.com

Attorneys for Nominal Defendant FS Networks, Inc.
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CERTIFICATE OF SERVICE

I hercby certify that on this 28" day of February, 2007, I caused the foregoing to be

notification of such filing to the following:

John G. Emerson

EMERSON POYNTER

The Museum Center

500 President Clinton Avenue, Suite 305
Little Rock, Arkansas 72201

E-mail: ohn@emersonpoynter.com

Stuart W. Emmon

. William B. Federman
FEDERMAN & SHERWOOD
10205 North Pennsylvania Avenue
Oklahoma City, Oklahoma 73120
E-Mail: wfederman@aol.com '

Attorneys Jor Plazm‘zﬂ Glenn Hutton

Kirk Robert Mulfinger
MULFINGER LAW GROUP
13555 Bel Red Road, Suite 111 A
Bellevue, Washington 98005
E-Mail: kirk@purchaselaw.com

Kip B. Shuman
Jeffrey B. Berens
SHUMAN & BERENS, LLP
801 East 17th Avenue’
. Denver, CO 80219
E-Mail: kshuman@dyershuman com

Attorneys for Plazm‘z]‘jr Allen Easton

Robert M. Sulkin

Gregory J. Hollon

MCNAUL, EBEL, NAWROT HELGREN & VANCE
e —6007Umversxty Street, Suite 2700 -- - —

Seattle, Washington 98101 -3143

E-mail: rsulkin@mcnaul.com

E-mail: ghollon@mcnaul.com

electromcal]y filed with the Clerk of the Court usmg the CM./ECF System which will send
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Attorneys for Defendants Jeff Pancottine,
Steven Coburn and Steven Geldman

George E. Greer

Lori Lynn Phillips

Kelly B. Fennerty

HELLER EHRMAN LLP~

701 Fifth Averiue, Suite 6100

Seattle, Washington 98104

E-Mail: george.greer@hellerehrman.com
E-Mail: Jori.phillips@hellerehrman.com
E-Mail: Kelly.fennerty@hellerehrman.com

Attorneys for Defendam‘s
Joann Reiter, Edward Eames, Jeffrey S. Hussey, John McAdam,
Tom Hull John Rodriguez, Andy Reinland and Kenny Frertchs

Benny C. Goodman III

Travis E. Downs I1I -

Thomas G. Wilhelm '

LERACH COUGHLIN STOIA GELLER J
RUDMAN & ROBBINS LLP :

655 West Broadway, Suite 1900

San Diego, CA 92101-3301

Email: travisd@lerachlaw.com

Email: bennvg@lerachlaw.com

Tamara J. Driscoll

LERACH COUGHLIN STOIA GELLER
RUDMAN & ROBBINS LLP

1700 Seventh Avenue, Suite 2260

Seattle, Washington 98101

E-Mail: tdriscoll@lerachlaw.com

Az‘toméys for Plaintifis Locals 302 and 612 of the .
Intérnational Union of Operating Engineers-Employers
Constructzon Industry Retirement Trust

‘Hugh Bangasser
Philip Guess
- Richard A. Kirby
KIRK.PATRICK & LOCKHART PRESTON GATES ELLIS LLP
925 Fourth Avenue, Suite 2900
Seattle, WA 98104-1158 A :
- - -- —E-mail:-hughb@prestongates.com-- e
E-mail: kentc@prestongates.com

Attorneys for Defendants Keith Grinstein, Karl Guelich;
Alan Higginson, A. Gary Ames, and Rich Malone
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Randy Aliment
John A. Knox

WILLIAMS KASTNER & GIBBS PLLC
Two Union Square '
601 Union Street, Suite 4100
Seattle, WA 98101-2380
E-mail: raliment@wkg.com
E-mail: jnox@wkg.com
Attorneys for Defendant Brett Helsel
Dated at Seattle, Washington, this 28" day of February, 2007,
DLA PIPER US LLP
s/_Stellman Keehnel
Stellman Keehnel, WSBA No. 9309
" Brian D. Buckley, WSBA No. 26423
Christopher M. Huck, WSBA No. 34104
Attorneys for F5 Networks, Inc. |
DLA Piper US LLP
701 Fifth Avenue, Suite 7000
Seattle, WA 98104-7044
Telephone:  (206) 839-4800
. Facsimile:  (206) 839-4801
E-Mail: stellman.keelnel@dlapiper.com
E-Mail: brian,bucklev(@dlapiper.com -
E-Mail: christopher.huck@dlapiper.com
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I. SUMMARY

Nominal defendant F5 Networks Inc. respectfully submits this Reply to Plaintiffs’
Opposition to Nominal Defendant F5 Network Inc.’s Failure To Make Dema.nd (the “Opposition”).
Plaintiffs have pinned the fate of the Consolidated Verlﬁed Shareholders Derivative
Complaint.(“Complaint”) to the recent Maxim decision (Ryan v. Gifford, 918 A.2d 341 (Del. Ch.
Feb. 6, 2007)). It is not surprising that plaintiffs “hew so closely to Chancellor Chandler’s
conclusions in Maxim, because both the Cdmplaint and the erron‘eous Maxim decision are based on
the same fu»nda_menial premise, i.e., that improper “backdating” of stock option grants in fact
occurred. “Backdating,” as both plainfiffs and Chancell’ér Chandler employ that loaded term, is the
practice of deliberately selecting an inaccurate but more favorable option grant date, and then
conce_aling fhat fact (and the resulting “windfall” for qxecutives or directors) from shareholders and
the invcsﬁng public. See Maxim, 918 A.2d at 345 (“Commonly known as backdating, this ﬁractice
involves a company issuing stock options to an executive on one date while providing fraudulent
documentation assérting that the options were actually issued earlier. Theéc options may provide a
windfall for executives because the falsely dated stock optibn. grants often coincide with market

lows”) In other words, “backdating” equates with fraud. See also In re CNET Networks, Inc.

Deriv. Litig., Case No. C 06-03817, 2007 WL 1089690, *9 (N.D. Cal Apr. 11, 2007)(“Intent10nally~

‘employing hindsight to adjust the grant date to an advantageously low price, or ‘backdating,’ is

with option grants, it requires precious little analysis to conclude fhat demand on the board of
directors to investigate that fraud wbﬁld be futile. |

The critical and fatal flaw in Maxim — which also winds inextricably through the Oﬁposition
and plaintiffs’ allegations in the Complaint — is the erroneous assumption that granting “in the
money” options necessarily involves intentional deception or nefarious conduct. Indeed, this Court

has already recognized that there is nothing inherently wrong or improper about granting “in the

|| money options,” provided a company’s granting practices are properly disclosed and accounted f0r -

It is plaintiffs’ burden, therefore, to convince this Court not only that the F5 Directors granted “in the

money” optibns but that those grants were the result of fraud. And in the demand futility context,
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that burden is an extremely onerous one. The relatively lenient Rule 12(b)(6) standard. is not
applicable here — plaintiffs must plead particularized fécts (akin to the “ultimate” or determinative
facts that would have to be ﬁresented at trial) that fraud occﬁrred, if they are to overcome the strong
presumption that ébrporate.decision—making should remaiﬁ with F5’s Board. See Réles v. Blasband,
634 A.2d 927, 933-34 (Del. 1993) (standard is whether the board addressing the demand “can
impartially consider its" merits without being influenced by improper considerations”).

If plaintiffs’ foundational assumption that improper “backdating” occurred at F5 is
undermined, then the housé of cards that is plaintiffs’ Complaint collapses. It collapses because all
ofplaintiffs’ claims are grounded.in the assﬁm-ption fhat F5’s Directors each engaged in, or benefited
from, some form of intentional wrongdoing. 'As discussed in the Motion, and in more detail below,
plaintiffs’ “backdating” allegations are based purely and completely on lfends in F5’s stock price
and a purported statistical “analysis” of the pr,obabflities of grants occurring on particuiaf dates.
That “analysis,” which was born of similar analyses that sparked the entire “backdating”
con’ﬂagratién,' is hopelessly. flawed, as has recently been recognized by leading indusiry experts.
None of the F5 option grants that ﬁlaintiffs challenge here warrants any inference that “backdating”
OCCUiTed. There are reasonable, rational, nonJraudulent explanations for all of F5’s options activity
— even the grants that ultimately required restatement of F5’s financials. In the derivative cbntex_t,

those explanations are sufficient to defeat plaintiffs’ bid to usurp the role of F5’s Board.

the conclusions reached in Maxim.‘ Just this month, in the CNET Networks deri.vative litigation, the |
Northern District of California rej écted a éompléint by the very same plaintiffs’ counsel (the Lerach '

firm) containing virtually identical allegations of “backdating.” 2007 WL 1089690. Decisions -
such as CNET (which is discussed further below) reflect a burgeoning recognition that in order to
allege fraud — especially with the particularity necessary. to Qvercbme bedrock principlcs‘ of

corporate governance and the protectioné of the Business J udgment Rule — would-be derivative

plaintiffs must rely on more than mere statistical conjecture. When plaintiffs’ conjecture here is | -

debunked, there is nothing left to suggest that F5 *s Directors are “interested,” or that this derivative

litigation can or should proceed.
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II. AUTHORITY AND ANALYSIS

A, - The Complaint Does Not Adequately Allege That “Backdating” Occurred.

} Plaintiffs’ Complaint, and all of plaintiffs’ claims, are predicated on the assumption that
“back.dating” occurred at F5, but that assumption is not based on any actual evidence
of “backdating.” It is premised entirely on a speculative “analysis” that is fundamentally flawed,
both as written and as appl_ied by plaintiffs, and on plaintiffs’ false assertion that F5 or the Director
defendants have “admitted” that backdéting' occurred. |

1. The Wdll Street Journal Analysis Is Flawed. -

As the Court is aware, the current focus on alleged options “backdating™ was caused, in large

measure; by a March 18, 2006 article in The Wall Street Journal entitled .‘.‘The Perfect Payday.”

The Wall Street Journal article was followed by similar studies conducted by Merrill Lynch and the

Center for Financial Research and Analysis (CFRA), all of which purport to identify “abnormal” and

“improbable” options patterns, where grants tended to coincide with low pointsin a company’s stock

price. (The Merrill Lynch report — and what it implies about Maxim’s options practices —
constitutes nearly the entire ‘ffaotual” basis for the Maxim decisbion. See Md‘xim, 918 A.2d at 354.)
Plaintiffs here assert that fhey have “reviewed the stock option granting practices at FS Networks ...

usmg nearly 1dent1cal methodologles as The Wall Street Journal ....” Opposition at 1:20-21. !

- Asan 1mt1al matter, it is critical to recall that none of the “backdatmg” studies claims to have

actually established that “backdating” occurred;at.any. particular company. Plaintiffs erroneously

describe the Wall Street Journdl article as “detailing c.ompanies that héve misdated options and
allowing the market to become aware of the option backdating scandal.” Request For Judicial

Notice at 3:13-14. Not true.. The Wall Street Journal article expressly states that none of its

analyses “prove chicanery.” Similar]y, the CFRA report (the only study in which F5 was identified

" In their improperly-filed Request for Judicial Notice, plaintiffs ask the Court to take judicial notice of the Wall Street
Journal article and'the Merrill Lynch report. While the Court can certainly take Jud1c1al notice ofthe fact that the studies
were published, and can (as with any secondary source) consider the reasoning used in those studies, the Court should
not take judicial notice of (i.e., accept as true for the purposes of this Motion) the underlying “facts” that support the

‘studies” conclusions or the conclus:ons themselves. Seg, e.g, Salinas Valley Broad. Corp. v. NLRB, 334 F.2d 604, 612

(9" Cir. 1964). The statistical analyses undertaken by The Wall Street Journal and Merrill Lynch are hardly * w1dely
known in the community” or “readily verifiable.” In fact, as discussed further in this section, the conclusions reached by

The Wall Street Journal are demonstrably flawed.
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in the pool of potentially “suspect” companies; see Complaint ] 4) specifically cautions that its
analysis does not establish that any “backdéting” actually occurred. See also CNET, 2007 WL
1089690 at *9 (“The [CFRA] r;port went to great pains to state that it was only assessing risk, not
determining whether backdating actually took place”). The studies on which plaintiffs rely do
nothing more than explore' odds and probabilities, a fact-central to any assessment of how such
“evidence” logically can, or should be permitted to, support demand futility allegations.

In early March 2007, the Securities and Finance Practice of the well-known and respected
firm NERA Economic Consulting published a study entitled “Options Backdating: The Statistics of
Luck.” In ifs study, NERA explains in compelling terms why The Wall Street Journal’s basic
conclusion —i.e., that it is highly unlikely, through the operation of random chance, that a particular
cOmpahy’s option grants wbuld repeatedly or consistently coincide with low-points in the.company’s -
stock price — is simply wrong. Indeed, if option grants were entirely random, it is a viﬁual
Certaim"y that at least some of the many thousands of companies’ grants would, purely by chance,
coincide with stock lbw-points and appear unreasonably “lucky.” As NERA explains, the central
_fallacyb in the Wall Street Journal analysis, and in the pack of media and pundit opinions draftihg off
that aﬁalysis, isA that “[s] peculation h'asbee_n rampant about companies that have been very lucky; yet
nobody has been paying attentioh_ io ,companigs that have been very unlucky._”3, In any normal
prppabili_t}{ (_listri_buti'oyn, ‘ghqrp_ w111 glw_%s bﬂe' ‘ioutliers,” i.e., instances at either extreme ‘of the bell
curve that appear to be highly i_mprobable, but that are just as likely to occxll; alé‘a‘ﬁart‘ic‘u-lar i,nstanée
in the center of the curve. The NERA Study uses the example of the New Jersey woman who won
the state lottery twice in a four-month period — despite the seeming impossibility of such a thing

occurring as a result of random chance, it is (according to NERA) actually better than even odds

2 See Declaration of Brian D. Buckley (“Buckley Dec.”), Ex. A. NERA's report has since been discussed in various
publications, including Securities Law 360 (March 8, 2007) and Business Week Online (March 9, 2007).

3 The Wall Street Journal analysis embodies this fundamental error because the Journal pre-selected “companies that
made -stock-option-grants that were-followed by large_gains. in_stock price.” _NERA Study at 3. From a statistical | *
standpoint, that “prejudgment” distorted the Journal’s findings because it introduced a “sample selection bias.” 7d.

But that bias is also viscerally apparent: the Journal deliberately ignored the thousands of companies that granted stock
options shortly before large declines in stock price. In other words, the Wall Street Journal analysis and its progeny fail
to acknowledge or analyze the “unlucky” companies in the probability distribution.
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that, over a seven-year period, someone in the U.S, wi'll be a double lottery winner. NERA Study
at 4. Thus, The Wall Street Journal’s suggestion that it is “wildly improbable” that a company’s
option grants will randomly coincide with stock price lows is false. Itis actually very likely, indeed
nearly certain, that some companies will fit that profile. The mere fact of such an occurrence inno
way implies, let alone proves, that anything other than chance is at work.

There is another critical fallacy that underlies mény “backdating” analyses: that stock option
grants are, or should be, ehtirely random. As NERA observed, it is very likely that companies
deliberately grant options at times when they perceive their stock to be undervalued: See NERA
Study at 2. Granting of)tions during stock price declines serves the dual purpose of (i) making those
options potentially more valuable for the fecipicnts (whom the company is seeking to encourage or
reward), and (ii) incentivizing recipients to al-] “pull on the same oar” to increase the stock’s value.
Indeed, The Wall Streez‘Journél acknowledged that exact dynamic.4 Thus, since companies are in
fact deliberately granting options during stock price troughs, one would expect the normal randofn
probability distribﬁtion to skew toward the “lucky” end of the bell curve. And, based on NERA’s
analysis of options practiceé (rémoving the biases introduced by The Wall Street Jburnal), thatis |
precisely what occurs. NERA Study at 4,

What do the flaws in the Wall Street Journal analysis; which plaintiffs have adopted, mean
for the Court’s assessment of demand futility? Plaintiffs’ burden in the demand futility context is,.
extremely high (and much more onerous than under Rule 12(b)(6)). They must plead particularized
facts establishing why demand should be excused. -Thé Delaware Supreme Court has referred to
such allegations as being in‘.the nature of “ultimate facts” or “elemental facts,” i.e., those speciﬁc
facts that would actually sustain a claim. See Brehm v. Eisner, 746 A.2d 244, 254 (Del. 2000). If
this case were to proceed to trial, could plaintiffs possibly hope to prove liability base_vd solely ona’

Wall Street Journal-style statistical analysis? Surely not. Without some indicia or evidence of

4 See“The Perfect Payday” at 3 (“It’s also possible companies sometimes award options after their stock has taken a fall
and seems to them to be undervalued. In point of fact, the companies can’t possibly know what the stock will do next,
but that doesn’t mean they might not feel confident enough about a recovery to think they are hitting a favorable time to
grant options™). There is no suggestion that trying to predict a stock price increase is somehow improper.
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“backdating” (i.e., of fraud), there is no reason to conclude that F5 (or any other company accused of
“backdating”) is not simply the random statistical outlier, the double lottery winner. Plaintiffs have
no evidence or indicia of fraud; they have only “probabilities” and conjecture, but (as discussed
above) their statistical “analysis” doee not logically imply, let alone establish, that any wrongdoing
occurred. If such conjecture could not carry the day at trial (which it clearly could not), it cannot
suffice in the demand futility context, Brehm, 746 A.2d at 254, |

Plaintiffs’ Opposition treats as a foregone conclusion this Court inexorably and blindly
foliowing Maxim. The Court is in no way bound by the Maxim decision (and not just because
Maxim is an unpublished trial court decision not yet tested by appeal). “[A] court fhat is entertaining
a defivati've action .., must apply the demand futility exception ae it is defined by' the Iaw of the
State of incorporation,” Kamen v, Kemper Fin. Serv., Inc., 500 U.S. 90, 108-09 (1991), and FS is a
Washington corporation.” In the Motion, F5 explained in detail why Maxim is bad law and should
not be followed by this or any other court. See Motion at 23-28. (Plaintiffs conspicuously fail to
address any of the critical flaws in the Maxim analysis, instead simply citing Maxim as the last word
on these “backdating” issues.) F5 will not repeat that discussion' here, but it bears repeating that
Chancellor Chandler’s conclusi_ons in Maxim ;curn the demand futility standard on its head. Under
Maxim s reasoning, the only thing a plaintiff need allege with pauticulaﬁty is a statistica] implication
thata company s options practlces are the result of something other than random chance. Chancellor.
Chandler even acknowledged that the Merrill Lynch report on which his entire opinion rests does
not conclude that any “backdating” actually occurred 918 A.2d at 347 (“Merrill Lynch failed to
take a position on whether Maxim actually backdated; however it noted that if backdatmg did not

occur, management of Maxim was remarkably effective at timing optlons pricing events”).

3 Judge Downing, the King County Superior Court judge presiding over the consolidated state court denvatwe actions
pending against F5, did not feel at all constrained to follow Maxim. In Maxim, Chancellor Chandler refused to stay the
Delaware state court derivative action in favor of a virtually identical action pending in federal court in California, -
invoking the-Chancery- Court’s-interest -in-interpreting-and-applying Delaware state law. - 918.A.2d at 351._Judge |
Downing, however, readily stayed the state court actions against F5 in favor of this action. Moreover, as noted in the
Motion, Maxim is a decision from Delaware’s lowest court that departs drastically from decades of established law on
demand futility — Chancellor Chandler’s decision will undoubtedly be appealed, and given the likelihood that it will
either be reversed or substantially pared back, there is no reason to view Maxim as setting the new standard.
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F5 urges this Court to rejectAthe premise that, in the demand futility context, a statistical analysis of
probabilities, standing alone, is sufficient to establish fraud, and thereby overcome the strong
presumption against permitting shareholders to usurp the fundamental role of a company’s board of
difectors to manage corporate affairs.® It is doubly appropriate to reject that premise where the
statistical analysis in question does not support an implication, let alone a finding, that anything

other than random chance was at work.

In summary, contrary to plaintiffs’ assertions, the Complaint does not adequately plead that
“backdating” occurred at F5. The Complaint pleads literally nothing more than statistical conjecture.
When the basic “backdating” assumption is dispelled, all of plaintiffs’ claims necessarily fail,

because all assume that the Directors participated in wrongdoing.

2, Plaintiffs’ “Backdating” Analysis Compounds The Wall Street Journal’s Errors.
As discussed above, plaintiffs claim to have analyzed F5’s option granting practices “usirig

nearly identical methodologies as The Wall Street Journal.” Plaintiffs’ conclusions are therefore as

fundamentally unsound as the Journal’s basic conclusion that random chance could not produce a

scenario where a company’s grant dates repeatedly coincided with stock price lows. But plaintiffs

start with the errors in the Wall Street Journal analysis and substantially compound those errors

through their own “analysis” of F5's option grants. The additional erroneous and misleading

assumptions and tactics employed by plaintiffs are each discussed below.

¢ In CNET, Judge Alsup reached the correct conclusion in finding that the CNET plaintiffs (and their counsel, who are
here urging the same theories and arguments on this Court) failed to adequately plead demand futility. But Judge Alsup
erred in accepting the proposition that the mere timing of an option grant, compared with the subsequent performance of

the stock, can, under certain circumstances, be sufficient to imply that “backdating” occurred. CNET, 2007 WL 1089690 .-

at *11 (“Given the twofold increase in stock price and the lapse of time between the grant date and the press release,
plaintiff has pleaded facts that support the inference that this grant was backdated”). F5 respectfully submits that an
“inference” of fraud, based on events that could just as readily be the result of chance or innocent events (as discussed
further in the following section), should never be sufficient to support a demand fiitility argument. Judge Alsup should
have followed the lead of his colleague on the bench, Judge Chesney, and “held that merely alleging that options were
granted at a periodic low in stock price that was followed by a sharp jump in price was not sufficient to piead a pattern of
backdating. More facts, including how often and at what times past stock options were granted, were needed to show a
pattern.” 1d. (citing /n re Linear Tech. Corp. Deriv. Litig., 2006 WL 3533024 at *3 (N.D. Cal. Dec. 7, 2006)). Plaintiffs

try to distinguish Linear by arguinig that those defendants “strongly disputed” that the director defendants had-engaged in- |-

“backdating,” but that here F5 has allegedly “admitted” that it falsely reported certain option grants. Opposition at 16
n.9. It should go without saying that F5’s Directors “strongly dispute” that they engaged in any form of wrongdoing
whatsoever, More to the point (and as discussed at length in the following section), plaintiffs’ contention that F5 or the
Director defendants “admitted” that “backdating” (i.e., fraud) occurred is a gross mischaracterization of the facts,

REPLY ON MOTION TO DISMISS FOR FAILURE DLA Piper US LLP
TO MAKE DEMAND -7 ' 701 Fifth Avenue, Suite 7000
Master File No. 06-0794 RSL Seattle, WA 98104-7044 e Tel: 206-839-4800




N

(e B o - B e N ¥, 1

Case 2:06-cv-00794-RSL  Document 59  Filed 05/02/2007  Page 12 of 32

a. Plaintiffs Do Not Even Properly Apply The Wall Street Journal’s Analysis.

- In CNET, plaintiffs’ cdunsel claimed, as they do here, thaiz their analysis of CNET’s options
practices “follow[ed] in the footstepé of the widely-accepted analytical model used by The Wall
Street Journal and the CFRA to reveal the nationvyide backdating scandal.” 2007 WL 1089690
at *10. Calling that contention “disingenuous,” the CNET Court stated:

It seems, however, that plaintiffs only followed those footsteps halfway.
For instance, after looking at the twenty days after the grant date, the Wall Street
Journal’s study ranked the returns in that period against all other possible grant dates
within the year to establish how unusual, versus the rest of the stock’s behavior, the
activity following the grant date was. The CFRA study compared the number of at-
risk grants to the total number of grants. Plaintiffs made no such comparisons.
They barely used an analytical model at all, They merely looked at the stock price
movement,

Id. (emphasis added). We have precisely the same situation here. Plaintiffs have not considered

relative percentage return on the few option grants they attack, nor have plaintiffs made any attempt

Ilto place those grants into the broader context of F5’s total option granting patterns. Instead,

plaintiffs merely reviewed stock price movements and concluded, “[blased on the abnormal price

declines and abnormal price increases shortly before and after these grants, they appear to have been

made w1th the Béﬁeﬁt of hindsight, i.e., were backdated.” Opposition at 2 (emphasis added).” R

Plaintiffs attempt to bolster their anemic “analysis” of F5’s option grants by comparing

particular grant prices to the “weighted average closing pricé” of F5’s stock for the entire fiscal.year. | .. ...

For example, plaintiffs allege that “[d]uring fiscal year 2000, the trading price of F5 common stock

ranged from a price of $29.25 to $155.88 per share, with a weighted average closing price of

$71.70.” Complaint § 62. (Plaintiffs never explain what they mean by “weighted average closing

pﬁce” or how they calculated those figures.) Plaintiffs then address an October 1, 1999 option grant

7 Plaintiffs never explain how an “abnormal” price decline prior to an option grant is evidence of “backdating.”
As discussed above, it is logical and entirely proper that a company will grant options when its stock appears

undervalued. such-as-after a long price slide. -And the company would-obviously have no-incentive to look back up-the__| -

hill for a higher stock price. The “backdating” implication only arises when the stock price begins to climb again, and
the company appears to have looked back for a lower, more favorable price. Moreover, by their own admission,
plaintiffs have introduced the “sample selection bias” identified by NERA because plaintiffs focused only on grants that
fit their pre-selected notion of what a “backdated” grant looks like and ignored all the “unlucky” grants.
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to an F5 executive at an exercise price of $68.06, “which is $3.64 less than the weighted average
closing price for the fiscal year.” This comparison reveals nothing. In a fiscal year, approximately
haif the daily stock prices will be above the average and approximately half will be below the
average (excluding daily prices that are exactly the average). For all the reasons discussed above, it
would hardly be surprising if many option prices fell below the average for the year, given
companies’ various incentives for properly granting options after stock prices have declined. Sothe
observation that a particular grant price was “Below the weighted average” is neither particularly
surprising nor at all revealing. Moreover, in a year when F5’s stocic price swung between $29 and
$155 per share, what possible significance cé.n be attached to a grant price that is $3.64 less .than the

weighted average? Asthe CNET Court noted, none of plaintiffs’ arguments or observations reflects

an analytical model — plaintiffs are merely shuffling numbérs., hoping the fagade of analysis will

mask the fact that their “backdating” allegations lack any substance.®

In summary, although The Wall Street Journal s analysis is flawed, it was at least based ona .

principled analytical model. Plaintiffs have not engaged in any “analysis” at all. Instead, plaintiffs
searched for stock price patterns that fit plaintiffs’ preconcéi\}ed notions of the indicia of
“backdating,” and then painted the fraud bullseye around the arrow.

b. -  Plaintiffs’ Focus On The 20-Dav Post-iGrant Period Is Misleading.

... - .. The Complaint largely. consists. of graphs. (truncated or elongated for maximum effect) |

showing a challenged option grant and then an allegedly dramatic run-up in F5’s stock price in the

® In some instances, even the basic data that plaintiffs rely on is inaccurate. For example, plaintiffs challenge an
April 20, 2001 option grant, claiming it was priced at the “lowest closing price for the stock for the month of April
2001.” Complaint] 9 (p. 4:17-22). That assertion is not just wrong but egregiously wrong. In fact, the April 20, 2001
price ($8.10) was the second highest price for the month of April 2001. And after the grant, F5’s stock price
immediately ran down to $7.00 per share and did not trade above $8.10 again until May. See Buckley Dec., Ex. B,
(For the Court’s ease of reference, Exhibit B is a chart of daily F5 stock prices for the entire period challenged by
plaintiffs in the Complaint.) Similarly, plaintiffs contend that the $7.00 strike price for an April 27,2001 grant was “one

middie of a sustained rise in F5’s stock price, beginning at prices below $4.00 in early April and rising to above $17.00
by early July 2001. The April 27,2001 grant is one that plaintiffs specifically call out as a “startling example of stock
option backdating.” Opposition at 16, The April 2001 grants would have been supremely ineffectual “backdating.”
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|| 20 trading days following the grant. Plaintiffs then calculate the “20-day cumulative return based on

the exercise price,” apparently as a metric for the magnitude of the alleged “backdating.” Plaintiffs
never éxplain what the “20-day cumulative return” purportedly reflects or how it is calculated.
But the implication plaintiffs hope to conjure is that nefarious “backdating” permitted defendants to
take advantage of the full 20-day run-up in the stock price.9 In fact, plaintiffs” 20-day “run-up”
theory is st;uarely undermined by judicially-noticeable facts.

Directors and certain corporate ofﬁceré who receive option grants are required to report
those options to the SEC using Form 4. After Sarbanes-Oxley, that reporting is supposed to occur
within two days of the option grant. 15 U.S.C. § 78p(a)(2)(C) (effective in August 20b2). The date
on which the first Form 4 is filed reﬂectiﬁg a particular option grant (and the corresponding exercise
price) obviously estéblishés the last possible date on which alléged “backdating” could have
occurred. It would be impossible for “baokdating”,fo occur after that point because the grant and the |
strike price have already been publfcly disclosed. See CNET, 2007 WL 1089690 at *14 (“It is highly
unlikely that defendants cduld have gone back in time to change the date for this grant if it was on
record with the SEC two days after the fact”). |

In'many instances, plaintiffs’ implication that a 20-day run-up in F5 ’s stock price afl;ér'-an

‘'option grant is attributable to.the improper use of hindsight is negated by the reporting of the grant.

just days after itoccurred. For example, plaintiffs question options granted.by.Eé,.zon;April,,29,,.2()().4.,,‘,__,, SR

(with a strike price of $28.10) and April 30, 2004 (With a strike price of $25.49). Plaintiffs note that
the stock price at the end of the 20-tradihg-day period following the grants was $29.47, suggesting
that the options were “backdated” to take full advantage of that 20-day increase. What plaintiffs fail
to note, however, is that the option grants were feported to the SEC on May 6, 2004, less than a

week after the grants occurred. And the stock price on May 6, 2004 was $26.90, which is $1.20 less

® Stated differently, the stock price 20 days after the option grant date is only relevant for purposes of plaintiffs’ claims |

if the defendants looked back from that 20" trading day to pick the exercise price. If, alternatively, the defendants
actually looked back from an earlier date (for example, 10 trading days after the grant date), the improper “hindsight”
that plaintiffs allege was utilized could only logically apply to that 10-day period. In that example, the stock’s
performance after the 10™ trading day — the date the hypothetical “backdating” occurred — would be the result of

chance, not improper hindsight.
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than the April 29 grant price:.?O Similarly, plaintiffs challenge a May 8, 2003 option grant at an
exercise Aprice of $14.64, citing a 20-day run-up in F5’s stock price to $17.38. Complaint'§ 71.
What plaintiffs conveniently omit is that the grant was rcpoﬁed only two trading days later, and in
the interim day the étock price rose only $.80."" In fact, for seven of the twelve grants plaintiffs
challenge, the grant was first reported to the SEC earlier than 20 trading days after the grant,'? This.
is yet another exarnple of how plaintiffs’ purported statistical “analysis” is just sleight-of-hand."?

c. Plaintiffs Ignore That Most Options Are Subject To Vesting Requirements.

According to plaintiffs, the material harm that is purportedly caused by “backdating” is that
executives and directors receive a significant financial benefit, a “windfall,” becausé their options
are immediately and éutbmatically “in the money.” " That alleged harm is based on an assumption
that “in the money” ontinns can be immediately exercised and the “windfall” captured. Plaintiffs’
theory fails, however, to account for the fact that most of the F5 options that plaintiffs are
challenging were subject to vesting requireinents and so could not be immediately exercised.

The options associated with eight of the twelve grants plaintiffs challenge were subject to vesting

" See Buckley Dec., Exs. M-N (Forms 4 reporting the April 29 and 30, 2004A'option grants).
"' See Buckley Dec., Ex. L (Forms 4 reporting the May 8, 2003 option grant). It is also worth noting that the May 8,

2003 grant immediately followed a month-long stretch when the'stock had traded below (at times well below) $14:64, If [« -+ = = wror e

defendants had truly been “back-casting” for favorable dates, they had a panoply of better dates to choose from.

12566 Buckley Déc., Exs G-T, K-N (Formis‘4, aid oiie Form 3, for the felevant option grants, listing thé reporting dates). |~~~

" There are yet more examples of plaintiffs’ legerdemain. In an attempt to add weight to their claims, plaintiffs
repeatedly refer to the aggregate value of option grants, or exercised options, as “illicit” or a “windfall.” See, e.g,
Opposition at 4:24-25 (“$67.7 million worth of illicitly backdated options™); 6:12 (“a windfall of over $161 million™).
But even if plaintiffs’ theory were correct that the strike prices for these options were “backdated,” the only “illicit”
portion of those grants would be the value associated with the “backdating,” not the entire value of the grant, In the
same vein, plaintiffs refer generally to options exercised by F5's Directors in the relevant time period, but never connect
any of those exercised options to the challenged grants, It may be that the exercised optlons were obtained pursuant to
grants that are entirely free of any “backdating” taint or suspicion. The Complaint is silent on that issue.

" Plaintiffs contend that “the backdated option grants carried a much higher intrinsic value at the time they were
granted. This improperly inflated value went straight into the pockets of defendants, rather than the Company, on a
dollar for dollar basis.” Opposition at 5:18-21. This is a puzzling statement. First, the “intrinsic” value of the options -
did not go “straight into the pockets of defendants” — the theoretical value of the options could only be realized if the

-options-were-exercised; -and-many-of the-options (particularly-those-issued-early-on-when-the-E5’s. stock-was-trading- -

above $100 per share) were never exercised or cashed out (because they rapidly became worthless as F5’s stock price
declined). Second, there is no explanation of how the theoretical value associated with an allegedly “backdated” option
would have otherwise enriched the Company on a “dollar for dollar basis.,” “In the money” options are a non-cash

“expense”’; they cost F5 nothing.
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requirements,”” Under those vesting restrictions, none of the subject options were fully vested
before one year from the grant date, and some were not fully vested until three years from the grant
date, as demonstrated by the publicly-filed Forms 4.

- The theoretical “paper” gain that “backdating” might generate has no ac;fual immediate value
if the options are subject to vesting. And “backdating” non-vested options has very dubious long-
term value (particularly for options that vest over many months or years) because it is impossible to
predict how the stock price will perform in the future. Indeed, it can reasonably be argued that
vesting requirements effectively defeat any incentive to “backdate"’ because those requirements
negate the ability to guarantee a profit to option recipients. Plaintiffs’ failure to analyze, or in any
way account fér, the option vgsting requirements further weakens any inference that can be drawn
from plaintiffs’ options “analysis.”

3. F5 Did Not “Admit” That “Backdating” Occurred,

Plaintiffs repeatedly contend that F5 has “admitted” that the Company engaged in
“backdating,” because F5 restated its financials as a result of the:'intemai investigatioh the Company
conducted in the summer of 2006. See, e.g., Opposition at 2:16-17. That contention is a gross

mlscharactenzatlon of the bases for F5’s restatement and dlStOI’tS the facts. F5 has never concluded, ,

: -let alone “admxtted ” that “backdatmg” oceurred — in fact, there are legltxmatc non—fraud based

,explanathnS_for_ the grant dates of all the options that underlie F5’s restatement. Asthe CNVET Court
noted, it is itnpropér to draw an inference of “backdating” when there is an equally plausible, non-
fraud-based explanation for the timing of an option grant. See CNET, 2007 WL 1089690 at *13.
In its Form 10-K/A(2) fér fiscal year 2006, F5 publicly disclosed the results of its internal
investigation into historical option grants at the Company. F5 disclbséd thé Special Committee’s
conclusion that “the recdrdcd grant dates for certain stock optfons granted during fiscal years 1999

through 2004 should not be relied upon as the measurement date for accounting purposes and that

{| the-accounting treatment used for the vesting of certain stock options was incorrect.”. 2006 Form | .. .

1* See Buckley Dec., Exs. D-G, I-J, L, N (Forms 3 and 4 for the relevant option grants, listing vesting requirements).
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10-K/A(2) at 21.'% As aresult of those findings, it was necessary for F5 to restate its financials to

correct the erroneous accounting. Further, F5 specifically identified five issues that called into

question certain grant measurement dates. Id.; see also Opposition at 8:4-10 (quoting the purported

“admissions” from the 10-K/A). None of those issues involves a finding or conclusion that any

measurement date had been deliberately “backdated” to a more favorable date. None of the issues
identified by the Special Committee (each of which is discussed further below) involves, either

necessarily or by implication, improper “backdating.”

Allocation Issues. In its 2006 Form 10-K/A(2) (p. 21), F5 disclosed the following as the -

first issue underlying the Company’s restatement: “The Company used improper measurement dates
in connection with certain annual stock option grants to employees because the number of shares
certain individual employee's were entitled to receive was not determined until after the original
grant date.” This is what has come to be commonly referred to as an “allocation” issué. It occurs
when a board or compensation committee approves a general grant of a pool of options, but it is then
up tolvmanagement, with input frofn department heads and supervisors, to allocate that pool of
options among all eligible employees. The SEC Office of the Chiéf Accountant has recognized that,
under applicéblc accounting rules, the “measurement date” for such a grant — ie., the date that
drives the proper accouhting treatment, which is.nof necessarily thé date the grant was actually
f‘gppr»_gy@d’fﬂ_—!gaqpot»b{e cict_e»rﬂmirne.c.il ‘u'rvx»til’ the allocation of the options is “final” (but the SEC
reco gnize’s that there are ény numbef of scenarios that might constitute “ﬁnality”). See Septembef
19, 2006 Guidance Letter from SEC Chief Accountant (“SEC Guidance Letter”) at 3-4.'7 None of
F5’s outside Directérs would have had any involvement in, or even visibility into, the process of

management’s allocation of options — after the pool of grants is approved, the allocation of those

grants would be wholly outside the Directors’ awareness or control, '8 Nordo plaintiffs allege to the

' Plaintifs submitted F5's 2006 Form 10-K/A(2)as Exhibit 1 to plantifs’ Request for Judiial Notice

17 The SEC Guidance Letter is available on the SEC’s website at http://www.sec. gov/info/accountantis/wst;ffi'lre&érr;siitirﬁi;
A copy is attached to the Buckley Declaration as Ex. O for the Court’s reference. o

' For the purposes of this Motion, it is critical to remember that five of the six F5 Directors at the time this suit was’
filed were outside Directors. Only one Director, John McAdam, was a Company employee. Complaint 1§ 26-32.
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contrary. Thus, this issue does not involve “backdating” at all; it is simply a factual question as to
when the allocation of options was sufficiently “final” to establish a measurement date. 19

Start Date Issues. The second issue underlying F5’s restatement was disclosed as follows:

“The Company granted options to certain new employees and board-members prior to their start
dates.” 2006 Form 10-K/A(2) at 21. This is another circumstance where the Board or
Compensation Committee approves a general type of grant (i.e., a grant for new hires) that is then
executed by management or staff. There is no reason to believe that an outside F5 Director would

know what date the Company deemed to be a particular employee’s (or even a fellow Director’s)

official start date. That is an issue that would clearly be determined by the employees (maybe even

by lower-level employees in the human resources or staffing department), not by the Board or
Compensation Committee. Nordo olaintiffs speoifically allege to the contrary. And nothing in F5’s
disclosure regarding start date issues implies that “backdating” occurred. It is jtlSt as reasonable
(if not more so) to aseume that an employee’s proposed start date was established, bﬁt the employee
actually began work at a later date and the original start date was never ehanged. There is no
evidence (in either the Form 10-K/A or the Complaint) that anyone at the Company was deliberately
casting back for more favorable grant dates prior to c‘ommencement ofa person’s employment.

Documentation Issues. The third issue related to.F5’s financial restatement was disclosed | .

as folloWs “The Company did not have sufficient documentatlon to support « certam measurement
dates and,did not obtain the necessary approvals for stock options issued to certain individuals.”
2006 Form 10-K/A(2) at 21, . The first part of this statement is not even a recognition that the
measurement date at issue was necessarily wrong, just that there was insufficient documentary
evidence to support why it was chosen There is no conclusion, implicit or otherw1se that any grant

date was “backdated ” For example it mlght be that it is difficult to pinpoint from email traffic or

12 Allocation issues arise in connection with annual Company-wide option grants, rather than the ad hoe grants to
executives and Directors that plaintiffs primarily challenge here. See 2006 Form 10-K/A(2) at 21 (referring to “Improper
Measurement Dates for Annual Stock Option Grants”). The allocation issues that F5 experienced account for well over
half of the non-cash compensation expense that was the sub_)ect of the Company’s restatement. Id.
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other internal documentation when the option allocation procesé was finally completed. Or maybe
the do'cumenfary record is unclear as to when the final Uniform Written Consent form came in from
outside Directors approving a particular grant. There is nothing that suggests these sorts of
administrative and record-keeping issues involved any deliberate “back-casting” by Directors for
more favorable grant dates. And the second pért of the statement has nothing at all to do with how
measurement dates .were chosen, thus it cannot possibly implicate “backdating.”

Consultant Issues. The fourth issue underlying F5’s restatement was disclosed as follows:

“The Company did not properly account for stock option grants issued to a consultant who later

| became an employee.” 2006 Form 10-K/A(2) at 21. This isnota “backdating” issue at all. It is

merely a recognition that improper accounting treatment was applied to a particular consultant grant.
Any such accounting treatment would presumably have been reviewed and approved by the
Company’s auditors, and there is no allegation, let alone evidence, whatsoever that the Board or

T ' .

Compensation Committee had any ihvolvemént in the issue.

Grant Modification Issues. The final issue related to F5’s restatement was disclosed as

follows: “The Company did not pfoperly account for stock options of certain individuals that were

modified after the grant date.” 2006 Form 10-K/A(2) at 21. Again, this is simply nota “backdating”

issue. This is an accournting issue that does not necessarily implicate any of the Directors, let alone -

suggest that they were guilty of some deliberate manipulation of grant dates. In fact, the. eventsthat | ... .. . .o

triggered the accounting issues in this instance 6qcurred after the grant measurement dates were
chosen, i.e., the options were subsequently changed in some way, which éffected‘ the proper
accounting treatment. ‘

Onp of the option grants to which pléintiffs point as reflecting “a high likelihood that option
grants were backdated” — the January 1, 2001 grant (Complaint § 65) ——billustrates vividly How

such grant modification issues might play out. The SEC Chief Accountant recognized that “[sJome

companies have awarded options with provisions designed to protect anemployee from immediate |~ - e

declines in the stock price. Typically, these awards do not have a stated exercise price at the award

approval date but instead include a formula for establishing the exercise price. For example, an
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award may establish an exercise pricé as the lowest market price of the conipany ’s stock over a
30-day period beginning with the award approval date” SEC Guidance Letter at 7 (emphasis
added). As the Chief Accountant recognized, there is nothing wrong with such an approach;
it simply requires variable accounting until such time as the contingency (i.e., which day of the
month will have the lowest stock price and, therefore, coristitute .th‘e measurement date) is resolved.
Id. Plaintiffs infer improper intent from the fact that the January 1, 2001 grant was priced at “the
lowest price of F5 stock for the month of January” (Opposition at 16), but that could easily have
been the result of a pre-set formula. Agreeing, in advance, to use the lowest date in a period as the
measurement date involves no “backdating” whatsoever; it merely reflects granting of options
subject to a future contingency. .

_ Indeed, the use of a pre-set formula (and the SEC Chief Accountant’s recognition that such
an approach is acoeptable and common) eliminates the superficial a;ipeal of plaintiffs’ “backdating”
allegations For seven of the twelve grants that plaintiffs challenge, plaintiffs allege (albeit
erroneously in certain instances) that the grant was priced at the lowest closing price for the stock in

the relevant month, See Complaint 9. But plaintiffs provide no evidence or analysis regarding

whether those exercise prices were determined pursuant to a pre-set grant formula. In the absence of

such evidence‘ and some speciﬁcity; plaintiffs’ general statistical aspersions are patently insufficient

The bottom line is that all of the issues identiﬁed by F5 as leading to a restatement of the

Company’s financials — and a recognition of additional non-cash compensation expense — were

accounting issues, not “backdating” issues. As the CNET Court noted, “[tJhe Chief Accountant’s
Office of the SEC has identified a few instances where a company could use the wrong measurement

date through sloppy accounting practices not rising to the level of fraud.” 2007 WL 1089690 at *8

(citing the SEC Guidance Letter). The CNET Court noted that allocation issues, start date issues,

-and documentation-issues (like- those'—exper'-iencedr by-F5) could _all result, non-fraudulently, | .

in 1mproper measurement dates: “The common thread to all of these scenarios is that determining the

correct measurement date depends on the facts, This dependence can admit the poss:bihty of
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innocent error — using an incorrect measurement date to price the options with no intent to find
an advantageously low price,” Id. at *9 (emphasis added).?’ F5’s disclosures regarding the findings
of the Special Committee do not suggest that anything other than innocent error led to F5’s
restatement. In fact, there is no evidence that F5’s Directors (whose state of mind is ultimately what
matters here in determining their personal “disinterest” in these issues) would even have k’nbwn the
measurement dates chosen by the Company for accounting purposes.ZI Absent some evidence
reflecting that the Board or Compensation Committee identiﬁed a specific grant date and specific
strike price fora particullar set of options, it is just as reasonable (and probably more reasonable) to
assume that the measurement date was ultimately chosen by management or staff.??

The innocence of the Company and the defendants is bol’stel;ed by the Special Committee’s
fmdiﬁgs. FS disclosed that, “[b]ased on its investigation, the Special Cofnmittee concluded that it
continued to have confidence in the ability of the Company’s current senior management to serve in
their positions with integrity at the Company. The Special Committee was unable to reach any

conclusions regarding the intent of former officers, directors and employees.” 2006 Form 10-K/A(2)

at 21. .The CNET Court recognized the importance of a special committee finding in the demand

futility context: “Plaintiffs would also have the Court ignore that the special committee concluded

grants, none of those grants was actually re-priced. That suggests that any exrors in the grant measurement dates inhered
in the accounting treatment and were not the result of deliberate or nefarious conduct that would justify retroactively
modifying the grants to correct strike prices. In CNET, the Special Committee’s findings did mandate that certain
options be re-priced, and the Court found that even that fact did not support an inference that fraud (i.e., “backdating”)

had occurred. 2007 WL 1089690 at *15.

21 Nor is there evidence that F5’s Directors would have known the specific accounting treatment afforded particular
grants, Under Washington law, directors are permitted to rely on information, opinions, and reports (including financial
data) prepared or presented by, inter alia, officers and employees of the corporation, board committees, and public
accountants. RCW 23B.08.300(2). The accounting rules governing options are extremely complex; plaintiffs have
presented no evidence to suggest that -any particular F5 Director would have been involved in specific accounting
determinations. See CNET: 1089690 at *16 (directors entitled to rely on employees and experts). .

22 This also points lip the related fact that plaintiffs have failed to connect any of the issues that F5 disclosed in its 2006

 Form 10-K/A(2) to any of the-option-grants that plaintiffs challenge-in the-Complaint. Indeed, there isno-evidence that | . .. ... _

any of the challenged grants actually contributed to the Company’s restatement. It is plaintiffs’ burden to establish that
particular grants were “backdated” and that a majority of the Director defendants were “interested” in those grants,
F5's disclosures (even if they could be characterized as “admissions”) do not reduce plaintiffs’ burden, because there is

no link between those disclosures and the allegedly suspect grants.
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that there was no wrcrngdoing by any current or recently resigned directors or officers. In view of
this statenrent, the inference that fraud still occurred despite an investigation and the evenrual
public release of results is improper absent other facts indicating fraud.” 2007 WL 1089690 at
* 15 (emphasis added). Here, all of the Special Committee’s conclusions and F5’s public disclosures
are consistent with innocent accounting errors and none implicates “backdating.” See CNET, 2007
WL 1089690 at *13 (“Mere reliance on the numbers is not sufficient when plaintiffs are
confronted with a legitimate, judicially-noticeable explanation for the grant date. To plead with
particularity that this grant was backdated, plaintiffs would need to allege specific facts showing that
this was not the true grant date”)(emphasis added).

B.  F5 Did Not Violate The Stock Option Pians.

A major component ofplaintiffs’ demand futility argument is the allegation that F5 violated
the terms of its Stock Option Plans by granting options priced at less than “fair market value” on the.
date of the grant. See, e.g., Opposition at 18-19. Plaintiffs harp on that allegation because Maxim
hinges on Chancellor Chandler’s conclusion that Maxim’s directors intentionally violared certain
provisions in Maxim’s stock plans. See Maxim, 918 A.2d at 358 (“I am unable to fathom a situation
where the deliberate violation of a shareholder approved stock option plan and false disclosures,
obviously intended to mislead sharehol'dérs into thinking that-the directors complied honestly with
the shareholder approved Op’[lOl‘l plan is anythmg but an act of bad falth”) (empha31s added);
Opposmon at 18 12- 14 (“Here as in Ryan it is mdxsputable that defendants nggmson, Guehch
Grinstein and Malone breached their ﬁdumary duties of loyalty and good faith as members of the
Compensation Committee when they grernted backdated stock options in direct violation of the Stock
Option Plans™). But even if plaintiffs were correct that F5 deliberately granted options at less than
fair market value (which, as discussed above, plaintiffs have clearly failed to demonsrrate), plaintiffs
have not adequately alleged that such a practice would have violated the F5’s Stock Plans.

As noted in the Motion, the 1998 Equity Incentive Plan expressly authorized F5’s Board or

Compensation Committee to grant “in the money” options. The 1998 Plan stated: “[TJhe exercise |~

price of each Nonstatutory Stock Option granted prior to the Listing Date shall be not less than

eighty-five percent (85%) of the Fair Market Value of the stock subject to the Option on the date the
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Option is granted. The exercise price of each Nonstatutory Stock Option granted on or éfter the
Listing Date shall be not less than fifty percent (50%) of the stock subject to the Option on the date
the Option is granted.” 1998 Plan § 6(c) (see Keehnel Dec. (filed in-conjunction with the Motion),
Ex. I). Thus, Nonstatutory (also referred to.as Nonqualified) Stock Options (or “NSOs™) could be
granted at prices as low as 50% of fair market value on the grant date. AndF5 expressly disclosed to
the public that FS not only could, but did, on occasion, grant “in the money™ options.” Finally, and
most importantly, the Forms 4 filed in connection with the twelve grants plaintiffs challenge reflect
that all of the options subject to those grants were NSOs.** |
Thus, plaintiffs have not alleged particularized facts supporting an inferencé that FS’s
granting of “in the money” options (if, in fact, any of the challenged granté were “in the money” on
the grant date) violated the Stock Option Plans, because the 1998 Plan exp'ressly permitted NSOs to
be below market, all of the challenged options were NSOs, and it can just as reasonably be inferred
that those options were_grantéd under the 1998 Plan as some other plan.?’ Therefore, the critical
factual premise that drove the result in Maxim is wholly lacking here. |

C.  F5's Directors Did Not Receive Or Grant “Backdated” Options.

The bulk of the Opposition is devoted to plaintiffs’ assertions that F5’s Directors are not

sufﬁciently'“disinterested” (because they “face a substantial likelihood of liability” or “failed to- |-

exercise business judgment”), based on the Directors allegedly having eithc;f _rg@giygd orgranted | .

B See F5 Form 14A (Proxy Statement) filed January 18, 2000 (Buckley Dec., Ex. P) at 10 (“Several below-market
grants have been given to certain executive officers that vested 50% upon receipt ...”)(emphasis added).

# See Buck]ey Dec., Exs. C-N (Forms 4, and one Form 3, identifying all of the options as NSOs). Inthe Opposition,
plaintiffs assert, without any support whatsoever, that “the backdated stock options at issue are Incentive Stock Options

1..n Opposition at 20 n.13. That assertion is patently false, as demonstrated by Exhibits C-N attached to the Buckley

Declaration. Under the demand futility standard, “conclusory allegations of fact ... not supported by allegations of
specific fact may not be taken as true.” Levine v. Smith, 591 A.2d 194, 207 (Del. 1991)(emphasis added).

25 In fact, it is clear that the NSOs received by F5’s outside Directors pursuant to the challenged grants could not have
been granted pursuant to F5’s 1996 or 2000 Stock Option Plans, because those plans explicitly exclude non-employee
directors. See 1996 Stock Option Plan (Keehnel Dec., Ex, H)at2 (p. 37 (“Non-Qualified Stock Options may be granted

|l to Employees and to such other persons other than directors who are not Employees ..."); 2000 Employee Equity 17

Incentive Plan (Keehnel Dec., Ex. K) at 1 (p. 70) (“[N]o individual who isan Officer or Director of the Company may be
granted a Stock Award under the Plan™). Thus, there is at least a 50/50 chance that any NSO at issue here was granted
under the 1998 Plan, and plaintiffs allege no particularized contrary facts. And F5’s public filings expressly identify
certain of the challenged options as having been issued puirsuant to the 1998 Plan. See Buckley Dec. 18, Ex. Q.
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“backdated” options. All of those claims are based on a fundamentally flawed premise: that

|| plaintiffs have adequately pled that any “backdating” occurred at F5. But plaintiffs have not

established that any “backdating” occurred; they have merely graphed stock price movements and
drawn unwarrantca (and easily rebuttable) conclusions that F5’s Directors committed fraud.
If no fraud occurred in connection with the option grants, then F5’s Directors’ involvement in
allegedly receiving or apprdving option grants cannot possibly establish demand futility.

In CNET, the Court analyzed a complaint virtually identical in approach, content, and tone
to the Complaint at issue here (and drafted Ey the same counsel). The CNET complaint containéd
the same laux;dry list of “suspect” gran;cs, the same parade of charts purporting to illustraté “‘wildly
improbable” grant activity, and the same geheric set of assertions abéut the CNET board’s inability
to exercise independent judgment in assessing a demand. Just as here, the CNET plaintiffs claimed
that demand was futile because the director defendants had received and gré.nted “backdated”
options, and appro{fed or issued misleading pfoxies and financial statements (as a result of ‘ﬁeir roles
on the board or compensation and audit committees). CNET, 2007 WL 1089690 at *15-19. Despite
being willing to draw an inference that three of the CNET grants were Backdated, the CNET Court
nevertheless found that demand was not futile and dismissed the derivative claims. F5 Will not

repeat the CNET analysis heré, but respectfully-submits that this Court should reach the same result.

Nor will F5 repeat-its detailed arguments, inb‘tvhg Motion explaining why merely alleging that F5’s

Directors served on the Board, or participated on committees; cannot possibly satisfy plaintiffs’
heightened burden to establish demand futility. See Motion at 28-33. Even if plaintiffs could clear
their tﬁreshold hurdle of properly alleging that “backdating” occurred, they have not alleged, with

particularity or otherwise, any link between any improper conduct and any particular F5 Director.*®

% Amusingly, plaintiffs attempt to avoid the impact of this Court’s recent ruling in In re Cray Inc. Deriv. Litig., 431 F.
Supp. 2d 1114 (W.D. Wash. 2006), by pointing out that FS has “only identified] a single paragraph of plaintiffs’ 210-

paragraph Complaint in common with the facts in Cray.” Oppositionat 27:16. That “single paragraph™ (] I54)goeson |-~ === -~

for two full pages of the Complaint, and comprises nine lettered subparts that summarize all of plaintiffs’ demand futility
allegations. Those allegations — virtually identical to plaintiffs’ allegations here —are the allegations that Judge Zilly
found to be inadequate to establish demand futility in Cray. Id. at 1121 n.5. Indeed, Cray and CNET provide a
compelling roadmap for the dismissal of plaintiffs’ claims here. ,
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D. Plaintiffs’ § 14( a) Claims Are Subject To The Demand Requirement.

Plaintiffs argue that demand was not required with respect to their § 14(a) claim based on
allegedly misleading proxy statements. Opposition at 29. Asan initial matter, plaintiffs’_ § 14(a)
claim suffers from the same fatal flaw as plaintiffs’ other claims: the proxy statements were only
arguably “false” if F5 engaged in “baékdating,” a predicate that plaintiffs have failed to adequétely
plead. More to the point, plaintiffs'are simply wrong on the law. Plaintiffs cite only one on-point
(though non-binding) case, Vides v. Amelio, 265 F. Supp. 2d 273 (SD.N.Y, 2003), for the
proposition that no demand is réquired for a derivative § 14(a) claim*’ But the same court that
erroneously decided Vides has since repeatedly acknowledged that a § 14(5) claim, like any othér
claim, cannot proceed derivatively unless demand has either been made or excused. See, e.g., St.
Clair Shores Gen. Emp. Ret. Sys. v. Eibeler, Case No. 06 CIV 688, 2006 WL 2849783, *4-6
(S.D.N.Y. Oct. 4, éOOG)(speciﬁcally disavowing Vides: “While acknowledging the existence of this

{| controversy, the Court is not persuaded that Section 14(a) claims should be treated as a special

species of derivative claim not subject to the demand requirement and business judgment rule”j;
In re IAC/Interactivecorp Sec. Litig., Case No. 04 Civ. 7447, -F. Supp. 2d ~--, 2007 WL 853021,
*28 n. 17 (S.D.N.Y. Mar. 21, 2007)(same). Othgr courts that have squarely addressed this issue_ have.
affirmed the same principle, including, most recently, the CNET Court, 2007 WL 1089690 at *19

(“l T hewezght Io'fithe authority suppox.'ts'requi‘ring f}'l'aii'l‘ﬁffs»to make a dem.ah‘d or plead"'that; demand | .

was fuitile in alleging a claim under Section 14(a)”)(emphasis added); see also Virginia M. Damon

Trust v. North Country Fin. Corp.,325F, Supp. 2d 817, 818-21 (W.D. Mich. ‘2004)(4same); Shields

on B"ehalf of Sundstrand Corp. v. Erickson, 710 F. Supp. 686, 692-93 (N.D. Ill. 1989)(same).

As virtually every other court has recognized, the Vides reasoning is illogical. There is
nothing unique abouta § 14(a) claim that changes the fundamental principle that a shareholder may

not pursue a claim on the corporation’s behalf without satisfying the demand requirements.

27 The two other cases that plaintiffs cite in support of their position are wholly inapposite. Inre Tri-Star Pictures, Inc.

“|| Litig., 1990 Del. Ch. LEXIS 80, ¥25 (Del. Ch, June 14,1990), addressed a direct § 14(a) claim; nota derivativeclaim, -

and merely noted that direct proxy violation claims do not logically implicate the business judgment rule because the
issue is what information the shareholder received. Plaintiffs> § 14(a) is asserted derivatively, not directly.
In re Anderson, Clayton S holders’ Litig., 519 A.2d 669, 675 (Del. Ch. 1986), stands for the same proposition and did
not involve a § 14(a) claim, any derivative claims, or any discussion of demand futility.
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E. Appointment Of The Special Committee Did Not Excuse Demand.

As a last gasp attempt to-save their derivative claims, plaintiffs argue that F5’s pre-suit
appointment of a Special Committee to investigate options issues coﬁstitutes a concession that
demand on the Board was excused. Opposition at 29-31. This argument is based on a distortion of
the facts and a misreading of the law.?® Unlike the facts here, all of the cases cited by plaintiffs
involved special litigation committees that were given full power and authority to not only |
investi gate,‘ but to actually approve a course of action inresponse to shareholder demands or claims.
In Abbey v. Compﬁter & Comm. Tech. Corp., 457 A.2d 368 (Del. Ch. 1983), the primary case on
which plaintiffs rely, in response to a shareholder demand the board formed a special litigation
committee, consisting of a single 'independent outside director, with binding authority to investigate
the demand and determine whether to pursue litigation. Id. at 370-73. Because the board had
divested itself of any power to make a decision regaxding a lawsuit, the Court 'fdund that plaintiff’s
demand futilityA allegations were likely justiﬁed and allowed a derivative suit to proceed (before the
committee had completeci its investigation).. Id.-at 373. But the Court expressly distinguished a
situation whe;e a bdard “merely a;;pointed a committee to investigafe the allegations and to repori
back to the board for whatever acti;ﬁn the b§a;d might choose to take oh_ the merits of the chérges

....7 Id. at 374 (émphasis added). And plaintiffs’ other cases stand for the same. inapplicable |-

proposition.. See Peller v. Southern Co., 911 F.2d 1532, 153,7(11"‘ Cir. 1990)(appqig;mgqt,:pqgthuit Lo "

but before motion to dismiss, of speci.al litigation committee with complete authority to evaluate and
pursue litigation excuses demand); I re FirstEnergy S ‘holder beriv. Litig., 320 F. Supp. 2d 621,
626-27 (N.D. Ohio 2004)(delegation to special committee of complete authority to invesfigate and
determine whether to pursue litigation concedes demand). That is not our case.

Abf)ey expresslylrec‘ognizes that appointing a special committee simply to investigate an

issue and make recommendations does not concede demand futility. That is our case — the F5

28 Plaintiffs attempt to cloud the issues by noting that one of the final Special Committee members, Deborah Bevier, did
not join F5’s Board until after this litigation was commenced. Opposition at 7. But the two important facts are (1) that
the Special Committee was formed two weeks. before the lawsuit commenced, and (2) it was tasked solely with
investigating the Company’s historical option grant practices. May 22, 2006 Press Release (Keehnel Dec., Ex. A).
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Special Committee’s mandate (established before this suit was filed) was exclusively to investigate

option grant issues and make recommendations to the Board. See also In re Merck & Co., Inc., -
MDL Case No. 1658,2006 WL 1228595, *5-7 (D.N.J .May 5, 2006) (delegation of investigatory and
advisory authority to special committee does not concede demand futility).?

Plaintiffs’ Special Committee argument has far-reaching implications. There is an obvious
public policy interest in having corporations police themselves and work diligently to uncover
internal wrongdoing or errors. It will certainly undermine a corporation’s incentive to appoint a
special committee to conduct a thorough independent investigation if doing so will automaﬁcally
remove from the Board’s hands any authority to act on the results. Here, F5 acted voluntarily and
promptly to examine its internal practices and procedures, and took significant steps to correct the
deficiencies that its investigation uncovered. F5 should be applauded, not penalized, for undertaking
those efforts.

¢

For the foregoing reasons, and.‘those set forth in F5°s Motion, the Court should dismiss the
Complaint because plaintiffs have not adequately pled that demand on F5’s Board would have been

futlle Dismissal should be with prejudlce because, as the CN.E,T Court noted plaintiffs had ample

vtlme to ﬁle this iteration of the Complaint and-“every mcentlve to plead thelr best case.” 2007 WL

1089690 _at *20. Moreover no amendment can cure the fundamental and fatal deﬁmenmes in

plaintiffs’ “backdating” theories, which doom all of plaintiffs’ derivative claims.

% Plaintiffs are not even correct that delegating complete authority to a special litigation committee necessarily excuses

demand. See Spiegel v. Buntrock, 571 A.2d 767, 777 (Del. Ch. 1990) (“[ T]he decision of a board of directors to appoint

a special litigation committee, with a delegation of complete authority to act on a demand, is not, in all instances, an '
acknowledgement that demand was excused and ergo that-a shareholder’s lawsuit was properly. initiated as.a derivative |.
action”)(emphasis in original); Seminaris v. Landa, 662 A.2d 1350, 1353 (Del. Ch. 1995)(“To demonstrate ... demand
futility, plaintiff must allege particularized facts to support a factual determination that the board infended to concede
demand ..., [A] disinterested board of directors does not waive its right to control derivative litigation merely by

delegatmg that control to a special commlttee”)(emphasm added).
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RESPECTFULLY SUBMITTED this 2™ day of May, 2007.

DLAPIPERUSLLP -

s/ Brian D. Buckley

Stellman Keehnel, WSBA No. 9309
Brian D. Buckley, WSBA No. 26423
Christopher M. Huck, WSBA No. 34104
Russell B. Wuehler, WSBA No. 37941

701 Fifth Avenue, Suite 7000

Seattle, WA 98104-7044 -
Telephone:  (206) 839-4800
Facsimile: (206) 839-4801

E-mail: stellman.keehnel@dlapiper.com
E-mail: brian.buckley@dlapiper.com
E-mail: christopher.huck@dlapiper.com

Attorneys for Nominal Defendant F5 Networks, Inc.

REPLY ON MOTION TO DISMISS FOR FAILURE - : DLA Piper US LLP

TO MAKE DEMAND - 24
Master File No, 06-0794 RSL

701 Fifth Avenue, Suite 7000
Seattle, WA 98104-7044 « Tel: 206-839-4800




W

O 0 3 O L =N

Case 2:06-cv-00794-RSL Document 59 Filed 05/02/2007 . Page 30 of 32

CERTIFICATE OF SERVICE
I hereby certify that on this 2™ day of May, 2007, I caused the foregoing to be
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FEDERMAN & SHERWOOD
10205 North Pennsylvania Avenue
Oklahoma City, Oklahoma 73120
E-Mail: wfederman@aol.com

Attorneys for Plaintiff Glenn Hutton

Kirk Robert Mulfinger
MULFINGER LAW GROUP
13555 Bel Red Road, Suite 111 A
Bellevue, Washington 98005
E-Mail: kirk@purchaselaw.com

Kip B. Shuman
Jeffrey B. Berens -
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801 East 17th Avenue
~ Denver, CO 80219
E-Mail: kshuman@dyershuman.com

Az‘z‘brneys Jor Plaintiff Allen Easton

Robert M. Sulkin
Gregory J. Hollon .
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Steven Coburn and Steven Goldman
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Nominal defendant FS Networks, Inc. respectfully submité this Motion to dismiss Plaintiffs’
Amended Consolidated Verified Shareholders Derivative Complaint (“Amended Complaint”
or “AC”) based on Plaintiffs’ failure to make demand on F5’s Board of Directors.

On August 6, 2007, the Court issued its Order Granting Nominal Defer_ldant F5 Networks,
Inc.’s Motion To Dismiss For Failure To Make Demand” (the “Order”). In the Order, the Court
dismissed Plaintiffs’ original Consolidated Verified Sharehol&ers Derivative Complaint
(“Complaint” or “Comp.”), as a matter of law, because Plaintiffs failed to demonstrate that demand
on F5’s Board of Directors would have been “futile.” The Court ruled that Plaintiffs had not
_established any inference that improper “backdating” of stock options occurred at F5. The Court
gave Plaintiffs an opportunity to amend the Complaint in order to pleéd additional pal;ticularizeid
facts, on a director-by-director basis, that demand on the Board would have been “futile,” which
réquires ashowing tﬁat_ (1) amajority of the F5 Direétérs were legally incapable of making litigation |
decisions for the Company (because they were interested or lacked independence), or (2) a specific
stock option grant was not a proper exercise of the Board’s business judgment. Order at 9-10;
§ee also In re Cray Inc. Deriv. Litig., 431 F. Supp. 2d 1114, 1121 (W.D. Wash. 2006).

The Ameﬁded Complaint contains nb new facts that suggest — let aldne tHat establish with
the‘par‘ticularit‘y required by FED. R.CIV. PROC. 23.1 —that demand on F5’s Board would have been -
;cfutile..” Partly in response to the Court’s admonishments in the Order, Plaintiffs reduce to nine the
number of F5 option grants that Plaintiffs claim were improperly “backdated” (in the seven-year
period between 1999 and 2006). Plaintiffs also restate the same basic arguments this Court found
lacking, and cite theories and authority this Court found unpersuasive,vin analyzing the original
Complaint. The Court’s Order established the law of the case — there is no basis, on this Motion,
for revisiting the standards that govern Plaintiffs’ demand-futility burden. And Plaintiffs have
alleged no additional material facts in the Amended Complaint to which those standards can be
applicd, or that would compel a result different than the result reached in the Order. Like the
originél Complaint, the Amended Complaint fails, as a matter of law, for these overarching reasons:
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o Plaintiffs attempt to create a general inference that illegal “backdating” (i.e., fraud —
see Order at 12:1-2) occurred at F5 based on unexplained and flawed statistical
metrics, erroneous ‘“odds” theories, and biased and self-fulfilling “risks”
or “patterns.” Nothing in the Amended Complaint changes the fact (recognized by
this Court) that Plaintiffs’ arguments are pure conjecture. And conjecture can never
be sufficient to establish fraud.

e Plaintiffs now identify only three grants in which at least three of the relevant F5
Directors (i.e., those on the Board when the Complaint was filed, and whose
“disinterest” impacts demand futility) received options. But none of those three
grants raises any inference of “backdating” — indeed, each grant is subject to a
variety of explanations more plausible than Plaintiffs’ claim that the exercise price
was the product of fraud. Consequently, as the Court already ruled in the Order,
those three grants do not establish that any of the F5 Directors were “interested.”

o As the Court also found in the Order, because Plaintiffs have not raised any
generalized inference that “backdating” occurred at F5, it is not necessary to analyze
each of the six remaining challenged grants individually. But when those six grants
are analyzed, there is no reasonable inference to be drawn that any of the grants were
improperly “backdated.” . ' o

o Finally, Plaintiffs simply repeat their generic allegations that the F5 Directors served
on Board committees, approved the Company’s annual reports and financials, and
issued Proxy Statements. In the Order, the Court correctly ruled (as Judge Zilly had
previously ruled in Cray) that such allegations are patently inadequate to establish
demand futility. '

The Amended Complaint fails, as a matter of law, for the same reasons Plaintiffs’ original Complaint

failed. Plaintiffs have now had multiple opportunities to cure the fatal deficiencies in their claims

and have been unable to do so. Consequently, the Amendéd Complaint should be dismissed without

further leave to amend.

- I. RELEVANT BACKGROUND

. Inits August 6, 2007 Order, the Court found the factual allegations in Plaintiffs’ original
Complaint insufficient, as a matter of law, to establish demandvfutility. Therefore, the central
question on this Motion is whether the Amended Complaint contains new factual allegations that

cure the deficiencies in the Complaint.! As discussed in the “Analysis”'section below, it does not.

' For the Court’s convenience, attached hereto as Appendix A is a chart of the “substantive” amendments in the
Amended Complaint. While none of those amendments alter the Court’s demand-futility analysis or save the Amended
Complaint from dismissal, they represent more than semantic or organizational changes to the Complaint.
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In the original Complaint, Plaintiffs alleged that “11 of 25 stock option grants to F5’s
directors and top officers came at monthly lows in F5’s share price.” Comp. {2. That allegation

was not factually accurate.® Now Plaintiffs allege that “12 of 26 stock option grants to F5’s directors

and top officers fell on the 2 most favorable dates, i.e., the lowest (9) or second lowest (3) monthly

closing price of F5’s common stock.” AC 2. But Plaintiffs do not contend that all 12 of those’
option grants were improperly “backdated.” Instead, for tha seven-year period between 1999 and
2006, Plaintiffs identify only the following nine grants as purportedly having been “backdated”:
(1) October 1, 1999; (2) February 10, 2000; (3) July 24, 2000; (4) January 1, 2001; (5) April 20,
2001; (6) April 27, 2001; (7) May 6, 2002; (8)'May 8, 2603; and (9) April 30, 2004. AC 768 |
" The six individual defendants who were FS Directors at the time this action was initially
commenced — i.e., the only Directors who are relevant té the demand-futility inquiry — are
(1) John McAdam (2) Alan Hrggmson, (3) Karl Guelich, (4) Keith Grinstein, (5) Rich Malone, and
(6) Gary Ames (referred to herem as the “relevant Directors”). Orderat11. In analyzmg whether
there was a reasonable doubt that the F5 Board was sufficiently “disinterested” to consider a

demand, the Court noted that three or more of the relevant Dlrectors received optlons in just five of

the ‘12 grants Plamtlffs chal'lenged'm the original Complaint. Order at 12 In the -Amended-{ - -

Complamt Plamtlffs have retreated from two of those grants (those. dated February 13,2003 and
April 29, 2004), so there are only three “key” grants in which at least three of the relevant Drrectors
received options: (1) January 1, 2001; (2) April 20, 2001; and (3) May 6, 2002..

In addition to reducing the number of option grants they ara challenging as “backdated,”

Plaintiffs have now admitted, in the Amended Comblaint, two critical facts:

2 The Court admonished Plaintiffs for mischaracterizing the relative monthly ranking of certain stock grants, and for
relying on stock price charts that misleadingly depicted the timing of certain grants. See Order at 15 n.8; 18 n.10.

3 These nine challenged option grants are a subset of the 12 purportedly “backdated” grants that Plaintiffs identified in
the original Complaint. Plaintiffs are no longer challenging the grants made on March 16, 2001; February 13, 2003; and
April 29,2004, Compare AC Y 68 with Comp. 9. As discussed in more detail in Subsection II(C)(2) below, it is clear

7 why | Plaintiffs have retreated from at least the February 13,2003 and April 29, 2004 grants: those grants were issued on -

the dates of F5°s 2003 and 2004 Annual Meetings, pursuant to a pre—estabhshed and pre-disclosed plan. It is impossible
for those grants to have been “backdated” (despite Plaintiffs’ insistence, in defending the original Complaint, that those
grants were the product of a fraudulent “scheme”),
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First, Plaintiffs now acknowledge (as they must) that the relevént FS stock option' plan
(the 1998 Plan) expressly permits the Combany to grant “in—the-méney” stock options, i.e., options
priced below the fa’ir market value of the stock on the date of the graﬁt. Plaintiffs gllege that “in the
case of Non—Qu‘a;liﬁed Stock Options (“NSOs”), [the 1998 Stock Plan] allow[s] a grant to be
discounted to as much as 50% of the fair market value of F5 stock on the date of the grant.” AC 748 '
(emphasis omitted). The Court also recognized, and relied upbn, the fact that the. 1998 Plan
authorizes F5 to grant below-mafket options. Order at 16. _

Second, Plaintiffs now acknowledge (as they muét) that “[a]ll of the grants at issue involve
NSOs.” AC §57. And Plaintiffs acknowledge further than any NSOS granted to non-employee
Directors (ie., all of the relevant Directors except for McAdam) ;n_us_t have been issued pursuant to
the 1998 Plan or the 1999 Plan. Id. (Thus, where there is no public information identifying which
option plan authorized a particular challengéd grant, there is a 50/50 chance the grant was authqrized
'pursuant to the 1998 Plan, which specifically allows thé Company to grant below-market options). |

- As dis;:ussed below, the remaining changes or additions in the Amended Complafnt are
merely a rehash of Plaintiffs’ th‘e'ories and arguments in support of the originél Complaint, which
this Court has already rejected.”

| - IL ANALYSIS
As discussed in the following subsections, the Amended Complaint must be dismissed with
prejudice because Plaintiffs have failed to plead any new facts to s_ui)port their positioﬁ that demand
on the F5 Board was “futile.” Subséction II(A) addresses the fact that Plaintiffs still cling to the
demvand-futili'ty standard set forth in Maxim and its progeny, a standard this Court has declined to
adopt or follow. Subsection Ii(B) discusses and debunks Plaintiffs’ generalized theories in support

of the accusation that an illegal “backdating” scheme was in place at F5. Subsection II(C) analyzes

* In the briefing on F5’s motion to dismiss the original Complaint, F5 provided a comprehensive recitation of the
underlying facts. Because the issue on this Motion is whether Plaintiffs have alleged any new facts that cure the | . =~

deficiencies in Plaintiffs’ original allegations, in the interests of judicial economy F5 has chosén not to repeat those
more detailed facts here. F5 incorporates its briefing on the prior motion to dismiss by reference, and respectfully
requests that the Court refer to that briefing, as necessary, for the factual grounds underlying the Court’s Order.
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the three “key” option grants (i.e., those in which at least three of the relevant Directors received
options) and explains why none of those grants was “backdated » Subsection II(D) analyzes why
Plaintiffs have failed to adequately plead that any of the remaining six (non-“key ’) option grants
were “backdated.” Subsection II(E) briefly addresses Plaintiffs’ allegations related to the F5
Directors’ committee service or general corporate oversight, allegations the Court rejected in the
Order as insufﬁaient to establish demand futility. Finally, Subsection II(F) explains why Plaintiffs
should not be given yet another opportunity to try to resurrect their lifeless arguments.

A. Plaintiffs Continue To Rely On An Erroneous Demand-Futility Standard.

In opposition to F5’s motion to dismiss the original Complaint, Plaintiffs relied almost
entirely on tne demand-futility standards set forth in the Delaware Chancery Court’s Maxim decision
(Ryan v. Gifford, 918 A.2d 341 (Del. Ch. Feb. 6, 2007)). It is clear from the Amended Complaint
that Plaintiffs still believe that Maxim establishes the applicable standard: “As Chancellor Chandler
articulated in his'seminal decision on backdating in Ryan, a pattern of backdating is atleged with
sufficient particularity when the dates, prices, recipients and the plan language violated arev
identified. Ryan, 918 A.2d at 355.” AC | 73.

+ This Court has already rejected the Maxim standard. Contrary to Plaintiffs’ 'alleg‘ation, g

the Court ruled that it was not sufficient for Plaintiffs to merely identify a grant (i.e., to allege the

date, price, and recipients of the grant) and then summarily conclude that the grant violated F5’s
stock option plana — instead, for the five “key” grants (in which at least three of the relevant
Directors received options), the Court engaged in a detailed, grant-specific analysis and concluded
that Plaintiffs had failed to establish that those grants were “backdated.” See Order at 1'3-19.
Fovr the remaining grants, the Court ruled that a “statistical analysis” — like the Merrill Lynch |
méthotloldgy, which Plaintiffs rely upon and which constituted the pivotal “fact” underpinning the
Maxim decision — is inadequate, as a matterb of law, “to plead particularized facts creating

reasonable doubt that the optlon grants at issue were the product of : a valid exercise of business |

judgment” (i.e., were “backdated”). Order at 24:2-4. The Order is now the law of the case, and
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there is no reason or basis whatsoever to revisit or change the well-reasoned demand-futility
standards the Court has established. See United States v. Alexander, 106 F.3d 874, 877 (9th Cir.
1997) (discussing the “law of the case” doctrine, and sétting fortll the grounds for departing from the
law of the case, none of which apply here).”

There is-no dispute that Plaintiffs bear an extremely heavy burden to establish demand
futility, a burden even more onerous than that required to defeat a Rule 12(b)(6) motion. Levine v.
Smith, 591 A2d 194, 207 (Del. 1991). In addition, after briefing closed on F5’s motion to dismiss
the Complaint, the U.S. Supreme Court raised the bara plaintiff must cleer, under Rule 8(a), in order
to adequately plead “a short and plain statement of the claim showing that the pleader is .en_titled to
relief.” FED. R. Civ. P. 8(a)(2). In Bell Atlantic Corp. v. Twombly, 127 S. Ct. 1955 (2007), the
Supreme Court held that a plaintiff’s “[f]actual allegations must be enough to raise a right to relief
above the speculative level,” and must “possess enough heft to show that the pleader is entitled to
relief.” Id. at 1965-66 (internal quotation omitled). After Twombly, a plaintiff must plead its claims
“across the line from conceivable to plausiblel” Id. at 1974 (emphasis added). As discussed below,
many of Plaintiffs’ arguments fail to satisfy even Rule 8(a) because they are simply not plausible.

B. Plaintiffs’ Generalized “Backdating” Theories Are Inadequate As A Matfer Of Law.

Plaintiffs allege no new facts. The vast majority of the c'hang_es in the Amended Complaint

are merely restatements of Plaintiffs’ flawed “statistical” theories, which this Court already rejected.

5 In the Amended Complaint, Plaintiffs also cite Conrad v, Blank, No. 2611-VCL, 2007 WL 2593540 (Del. Ch. Sept. 7,

2007) (unpublished) (“Staples™), which was decided shortly after the Court issued its Order. AC {65 n.2, 67. The
unpublished Staples decision adds nothing to the demand-futility analysis because Vice Chancellor Lamb swallowed the
Maxim reasoning whole. Staples stands for the same fundamentally erroneous position, stated in Maxim, that pure
statistics are sufficient, at the demand-futility stage, to establish that fraud occurred. 2007 WL 2593540 at *8 n.30 (“Itis
sufficient that the plaintiff presented this court with the same statistical methods and similar aberrant option returns as
those alleged in Ryan™). In contrast to this Court’s approach, the Staples Court engaged in no grant-specific analysis;

|l instead, as in Maxim, the Vice Chancellor simply assumed that improper dates had been deliberately chosen, and false

information supplied, by the company. And the Staples Court specifically rejected the reasoning of /n re CNET
Networks, Inc. S’holder Deriv. Litig., 483 F. Supp. 2d 947 (N.D. Cal. 2007), and /n re Linear Tech. Corp. Deriv. Litig.,
No. C-06-3290 MMC, 2006 WL 3533024 (N.D. Cal, Dec. 7,2006), which this Court expressly relied upon. See Order at

1 12,22. Finally, even if the Staples and Maxim standards had not already been rejected by this Court, the cases are easily

dlstmgulshable because the stock option plans at issue in those cases required all options to be granted at fair market
value on the date of the grant. Staples, 2007 WL 2593540 at *8 (“There was also in Ryan, as there is here, a stockholder-
approved option plan that requlred the exercise price of option grants to equal the market value of the common stock on

|| the date of grant ....”). Here, in contrast, the Court has ruled that F5°s 1998 Plan authorized below-market options.
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1. Pure Odds
Contrary to this Court’s Order, Plaintiffs ‘continue to imply that odds alone are sufficient to
establish that the F5 Directo.rs engaged in fraud. Order at 12:1-2 (“‘[Blackdating’ is fraud”).
Plaintiffs now allege that “the odds that 9 grants fall on the date with the lowest closing price and
that 3 grants fall on the date with the second lowest closing price (out of 20 possible trading days) is
11in 2,764,905. The odds that 9 grants fall on the date with the lowest closing price alone (out of 20
possible trading days) is 1 in391,905.” AC {72. Even if those allegations are true, Plaintiffs’ odds
theory proves nothing. |
As an initial matter, Plaintiffs have not analyzed all of F5’s option grants Plaintiffs claim
that “[b]etween 1999 and 2006, the Company disclosed 26 stock option grants.” AC § 71. In fact,
during that period, there were at least 32 option grants to named defendants that were publicly
disclosed (on Forms 3 or 4). In their “analysis,” Plaintiffs failed to include the following six grénts:
e A December 3, 1999 grant to defendanthrinstein at an exercise price of $11 8.;50;
e A May 29, 2001 grant to defendant Coburn at an exercis_e price of $12.72;
e An August 13,2001 grant to defendant R_einland at an exercise price of $12.73;
e A September 17, 2001 grant to defendant Rodriguez at an exercise price of $13.50;.
- o AlJuly 18,2003 grant to defendants Reinland and Rodriguez at.an _exewrc_:is_é:»price of $17.1 6;
e A July 16,2004 grant to defendant Ames at an exercise price of $23.07.°

S These six grants were all publicly disclosed on Forms 3 and 4. See the Declaration of Brian D. Buckley, filed in
support of this Motion (“Buckley Dec.”), Exs. B-G, respectively. Some of the Forms require minor extrapolation to
establish the grant date. For example, for the May 29, 2001 grant to Grinstein, the Form 3 (filed June 5, 2001) identifies
the expiration date of the options as May 29, 2011, but does not specify the grant date. F5 disclosed that its grants
generally expire after ten years. See 2001 Proxy Statement at 6 (Buckley Dec., Ex. H). Assuming an expiration period

‘of ten years, the grant date would be May 29, 2001, and F5’s closing stock price on that date was $12.72 (the exercise

price identified on the Form 3). See Buckley Dec., Ex. A.- (For the Court’s ease of reference, Exhibit A is a chart of*
daily F5 stock prices covering the entire period challenged by Plaintiffs.) For the August 13, 2001 grant to Reinland,
the Form 3 (filed October 25, 2005) identifies that the options were exercisable on-August 13, 2002, and identifies
further that the options were subject to a one-year vesting period. F5’s stock price on August 13, 2001 was $12.73
(the exercise-price identified on the Form 3).- For the July 18, 2003 grant to Reinland and Rodriguez, the first tranche -
of the options was exercisable one month after the grant; the exercise date identifi ed in the Forms 3 was August 18,
2003; and the stock price on July 18, 2003 (one month earlier) was $17.16 (the exercise price listed on the Forms 3).
Note that Reinland and Rodriguez filed their Forms 3 on October 25, 2005, because they did not become “reporting

Il officers” under Section 16 until October 2005, when they were promoted to senior finance positions. See October 25,

2005 Press Release (Buckley Dec., Ex. I) (issued the same day Reinland and Rodriguez filed their first Forms 3).
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The exercise prices of the six excluded grants coincided with the twelfth, eighteenth, fourth, twelfth,

tenth, apd fifth lowest stock prices, respectively, for the months of those grants. Thus, Plaintiffs’
purported odds calculations are meaningless because, in faét, only 12 of 32 F5 optioﬁ grants during
the relevant period fell on one of the fwo most favorable monthly trading days.’ Pléintiffs’ odds
allegations should be completely disregarded on that basis alone.t

As discussed at length in the Reply memorandum in support of F5’s motion to dismiss the
original Complaiﬁt, the odds of a particular company randomly achieving a particular grant-date
dispersion is entirely the wrong inquiry — the right inquiry is the odds of some company achieving
that particular grant-date dispersion. That is so because, in a vacuum, odds reveal nothing more than
the likelihood that a specific event (i.e., a particular pattern or dispersion of grant dates) will be
achieved through the operation of random chance. Addlfessing the cérrect question, NERA
Economic Consulting ahalyzed public companies’ 6ption grants nationwide and demonstrated that
it>is a virtual certainty that at least some Qf those many thousands of compahies will, purely by
chance, generate grant patterns that coincide with stock low-points and appear improbably “Jucky.”
In fact, it is reasonable to assume that at least one company in the U.S. could randomly hit the stock
low-point for every grant it issues in a yeér. ’That is true because, as explained in the NERAI study,
the grant—dispersi_oﬁ patterns of all U.S. cofnpanies form the staﬁdard bell curve associated with

random chance, which necessarily includes rare but inevitable “outliers” at either end of the curve.'®

Relying on odds alone, there is no way to determine whether a particular company that appears to

7 The Court will recall that in oral argument on F5’s motion to dismiss the original Complaint, Plaintiffs argued that
“there are publicly disclosed grants by F5 on 32 different days and that grants on 10 of these days are backdated ....”
Order at 23:11-12. It appears that Plaintiffs knew the actual number of grants in the relevant period, but chose to
understate that number in the Amended Complaint (perhaps because the other six grants did not occur at low points).

8 Plaintiffs claim that the odds on which they rely were computed by RGL Forensic Accountants and Consultants.
AC Y 72. Obviously, neither the Court nor F5 will have an opportunity to explore RGL’s qualifications or test its

° |l conclusionsin the context-of this Motion. But itis immaterial whether Plaintiffs performed their own odds calculations | .

or had.an “expert” do it, because pure odds tell the Court nothing about whether “backdating” occurred at F5.
® See NERA Study, “Options Backdating: The Statistics of Luck” (March 2007) (Buckley Dec., Ex, J).

' NERA Study at 4. In fact, the grant dispersion bell curve skews slightly toward the “lucky” end of the curve, which is
precisely what would be expected, given that companies have various (entirely appropriate and innocent) incentives to
attempt to time their ‘option grants for low points in the company’s stock price (as discussed further below).
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have been unreasonably “lucky” with its option grants (as Plaintiffs suggest applies to F5) is simply
that statistical outlier that is effectively certain to oceur in any random distribution.

Thus, Plainﬁffs’ contention that F5’s grant pattern is “wildly improbable” is simply
immaterial to the demand futility inquiry. Winning the Mega Millions Lottery is
“wildly improbabie” — the odds of a particular pefson hitting the jackpotare 1in 175,711,5 36' —
yet people win routinely, without any suggestion they engaged in fraud. Moreover, if the Plaintiffs’
calculations are correct, then the odds that 12 of 26 of a company’s option grants will fall on the two
least favorable dates (i.e., the highest or second-highest monthly closing price) would be exactly the
same (1 in 2,764,905), but neither Plaintiffs nor pundits have examined how many companies fit
that “unlucky” profile. In short, the odds Plaintiffs attempt to rely on demonstra_te only one fact:
that F5’s grant-dispersion pattern fell toward the “lucky” end, rather than the “unlucky” end, of a
raﬁdom distribution. That fact does not and cannot create any inference of fraud.

2. “Risk” Indicators

" In the Amended Complaint, Plaintiffs identify certain indicators 'fhat pﬁ_rportedly create a
"‘risk” that'obtidns have been “backdated.” Plaintiffs allege: “According to The Wall StreetJournal,
academics who have studied backdating have noted that ‘a pattern of sharp stéck appreciation after
grant dates is an indication of backdating; by chance alone, grants ought to be followed by a mixed
bag of stock perfdrmance — some rises, some declines.”” AC ] 64. But itis precisely that “sample
selection bias” that renders the Merrill Lynch report and its kin unreliable. The suggestion that

“by chance alone, grants ought to be followed by a mixed bag of stock performance” is, at best, an

"' See http://www.justlottery .com/us/games.htmil. If Plaintiffs are correct that the odds of 12 of 26 option grants
randomly falling on the two most favorable dates in a month are 1 in 2,764,905, the odds of being a Mega Millions
winner are over 60 times more “wildly improbable.” Indeed, Plaintiffs’ statistics in the Amended Complaint lack even
visceral appeal: if the odds of 9 out of 26 option grants randomly coinciding with the lowest monthly stock price are,
in fact, 1in 391,905, those odds do not appear “wildly improbable.” (Ifthe lottery odds were as favorable, we would all
be playing. And we.know those odds are erroneously negative because only 9 of 32 grants coincided with the lowest
monthly stock price.) In the original Complaint, Plaintiffs claimed that the odds of F5’s grant dispersion occurring
randomly were “less than 1 in 90 million.” Comp. § 2 (emphasis added). Even at that much higher alleged figure, the .
Court rejected Plaintiffs’ suggestion that FS’s grants reflect an “astonishing multi-year pattern” indicating that “grants
were repeatedly backdated.” Orderat 22. The Amended Complaint is based on precisely the same statistical “analysis;”
it merely changes (and reduces) the odds numbers. As such, there is no reason for the Court to change its ruling,
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overstatement. That is true for companies whose option granting patterns fall within the center of
the random distribution bell curve. It is, by definition, not true for companies whose grant
dispersions fall toward either end of the bell curve — i.e., stock performance _following those
companies’ grants is not an evenly “mixed bag”; instead, it skews either “lucky” or “unlucky,”
depending on which end of the bell curve one chooses to focus on.'? Merrill Lynch, CFRA, and
other analysts hoping to fan the flames of scandal focused on the ostensibly “iucky” end of the
distribution, and ignored the myriad cdmpanies whose grants appear unreasonably “unlucky.”
If one assumes, as Merrill Lynch and others (including _Plaintiffs and the Maxim and Staples Courts)
have done, that a pattern skeWed‘toward positive post-grant stock perfofmance is an indicator of
fraudulent “backdating,” thén when one deliberately seeks companies that fit that pattern, it is
preordained that those compaﬁies will be “at risk” of “backdating.”" The incurable flaw in that
approach is that such patterns not only can, but undeniably will, occur purely as a result of chance.'"

Plaintiffs also allege that “stock option grants are more likely backdated when they are
discretionary and granted by a sporadic method. Accordingly, p]aintiffs also reviewed each grant to

determine whether or not it was granted in a sporadic fashion or on a fixed date pursuant to a non-

discretionary stock option plan.”, AC § 70. Plaintiffs’ fundamental premise — that the grant date of

12 Even the basic premise that F5’s grant pattern was not a “mixed bag” is inaccurate. Less than half of the 26 grants
that Plaintiffs identify fell on the two most favorable monthly dates. (And Plaintiffs ignored six additional grants, none
of which fell on either of the two most favorable dates.) The remaining grants reflect a variety of monthly rankings, so
F5’s post-grant stock performance was, in fact, marked by “some rises, some declines.” This “risk” indicator also
depends entirely on how “stock performance” is defined. For example, Plaintiffs allege that defendant Amdahl received
a grant on February 10, 2000 at a strike price of $89.50 (the lowest closing price for the month) (AC § 76), but by
March 31, 2000, F5’s stock price was at $67.85; by June 30, 2000 the stock price was at $54.56; and by year-end the
stock price was at $9.50 (stock performance that could only be described as negative). See Buckley Dec., Ex. A.
In other words, “stock performance” varies depending on the “window” through which it is viewed. Moreover, the
options granted to Amdahl on February 10, 2000 were subject to vesting requirements, with the first 17% of'the options
vesting in October 2000 and the remainder vesting in tranches over the following three years. . See Buckley Dec., Ex. K
(Amdahl Form4). For options subject to vesting periods (as were most of the options in this case), a 20-day window
for evaluating.stock performance makes no sense. : .

3" Along the same lines, Plaintiffs cite the Merrill Lynch report for the proposition that “[t]he most effectiveway to |~

consistently capture low-price days for option grants is to wait until after a stock has risen, then backdate a grant to a day
prior to that rise,” AC §66. But that is merely the definition of “backdating”— the Merrill Lynch report might as well
have stated that the easiest way to backdate is to backdate. :

1 ‘See NERA Study at 3 (explaining why the “sample selection bias” in the Wall Street Journal and Merrill Lynch
analyses necessarily distort, and render unreliable, the findings in those studies). »
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an ad hoc option grant is more easily falsified — is both obvious and uncontroversial. But the
premise breaks down in the application, because (as discussed further below) it is not always

possible to determine from the basic grant data (i.e., date, price, and recipients) if the grant was

authorized under a non-discretionary plan. Moreover, as discussed in Section II(C)(2) below,

in their “review of each grant,” Plaintiffs failed to rec.og‘nize at least one grant that was clearly
issued under a non-discretionary and pre-disclosed plan.'

3. Percentage Returns

The Amended Complaint alleges that “Plaintiffs studied the 20-day returns following each
of F5’s 26 sfock option grants to officers and directoré between 1998 and 2006. Ovérall, plaintiffs’
analysis revealed that, on average, between 1999 and 20106, defendants received a 788.6% return on
their backdated stock option grants while shareholders received, on average, only a 19.9% return
over the same time period — a disparity of 768.7% in favor of hqanagement.” AC 1 68. Plaintiffs’
“pérqentage return” theory — which Plaintiffs claim “suppbrts an inference that several grants
appear to be backdated,” AC { 68 (identifying the nine challenged grants) — is flawed for a variety
of reasons. 4

Flrst Plaintiffs persist in focusing on the 20-day tradmg period following F5’s grants,
despite the fact that the vast majority of the grants at issue were publlcly disclosed (i.e., reported to
the SEC on Forms 3 and 4) earlier. than 20 trading days after the gran’c.]6 The Courf already took

notice of that fact, and ruled that it “renders the 20-day cumulative return analysis meaningless for

* In the Amended Complaint, Plaintiffs argue: “That a stock option grant might be issued pursuant to a non-
discretionary fixed date plan only reduces, but does not eliminate, the likelihood that stock options were being
backdated. For example, in a recent stock option backdating action against CNET Networks, Inc., the company was
forced to re-price so-called non-discretionary fixed date grants and admit that those grants were not actually granted
on the fixed-date required by the applicable-stock option plan.” AC § 70 n.5. That argument is no more than a truism, If
a company committed, under a non-discretionary plan, to grant options on a specific date and then admittedly violated

the plan by granting the optlons on a different date, of course the options should be re-priced to reflect the correct date.

In this case, however, it is undisputed that no F5 options had to be re-priced.

'® Inits Reply on the motion to dismiss Plaintiffs’ original Complaint, F5 also discussed the fact that most of the options
at issue in this case were subject to vesting requirements. Reply at 11-12. Although the Court found it unnecessary to
address F5’s vesting arguments (see Order at 13 n.6), vesting requirements further undermine Plaintiffs’ 20-day
percentage return arguments because any “value” the options accrued in the 20-day trading window following the grant
was utterly illusory if the options were not exercisable until months or years later.
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these grantst.” Order at 23 n.12. It is difficult to.understand why Plaintiffs would continue to
place such substantial reliance on a metric that the Court has expressly rejected, and that cannot
logicallly have any’bearing on most of the grants at issue.

Second, the 20-day percentage return on options is purely a function of whether the grant
price fell at or near a low-point in the stock. The percentage return, in and of itSelf, demonstrates
nothing, because an entirely “innocent” grant (or one authorized by an established, non-discretionary
plan) would also experience a positive percentage return if the grant happened to coincide with a
stock price low. Thus, unless the mere fact that a grant coincided with a low-point in the stock price
is, in and of itself, a sign of “backdating” (and, as discussed above, it clearly is not), a positive
percentage return adds nothing to the demand-ﬁltility- inquiry. Stated differently, the percentage
return metric is inherently neutral because the same positive returﬁs would occur regardless of
whether the underlying conduct (selection of the grant dafe) was innocent or nefarious.

Third, it is not even elear what Plaintiffs’ “percentage returns” purportedly measure.
The 20-day percentage increase in the exercise price of an option is easy to calculate. Plaintiffs then
claim to have “annualized” those v20-day returns, but do not explain What that means. - Nor do-
Plaintiffs explain how they calculated “Annuélized- Shareholder Return,” to which they' compare the -

F5 option grants to demonstrate an alleged “disparity of 768.7% in favor of management.” AC 9 68.

‘Is the annualized return for shareholders based on a shareholder who owned FS5 stock on January 1

and still held that stock on December 31?7 That baseline would be meaningless because it would
ignore “in-and-out” trading, as well as the significant annual volatility in F5’s stock price (which
this Court recognized). See Order at 16. By the same token, “annualizing” a pafticular Director’s
percentage return during a 20-day tfading window is completely arﬁﬁcial; because it assumes
(i) that F5’s stock will perform on an annual basis exactly as it did during the 20-day snapshot, and
(ii) that the Director will be able to capture the theoretical return (in light of vesting requirements
and actual stock performance). For example, regarding the February 10, 2000 grant to Amdahl,

Plaintiffs allege that the “annualized 20-day return for this grant is 527%.” AC § 76. But Amdah!’s
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options (priced at $89.50) were subject to three-year vesting, and F5’s stock price on December 29,

112000 was $9.50 — thus, Amdah!’s annualized return was not 527%, it was 0%. Similarly, Plaintiffs

claim that F5 shgreholders lost money (i.e., “received a -50% return”) in 1999. But the stock price |
on the June 4, 1999 date of F5’s initial public offering (“IPO”) was $_14.87, and F5’s stock on
December 31, 1999 closed at $714.00. Thus, shareholders who purchased F5 stock in the IPO and
held it for just a few months certainly did not lose money.'” |

The various questions raised by Plaintiffs’ ;‘pe'rcentage return” metric poiqt up this reality:
statistics can be twisted to support virtually any conclusion. At oralargument on F5’s first dismissal

motion, the Court expressed reasonable and appropriate skepticism that statistical “analyses” can or

‘should play any role in assessing whether fraud occurred (which is what the “backdating” inquiry

requires). And in the Order, the Court correctly rejected Plaintiffs’ reliance on nﬁmber-shufﬂing

to meet their particularity burden under Rule 23.1. Order at 22-23. The Amended Complaint adds

‘no factual particularity, and Plaintiffs’ slightly revised “statistical” models in the Amended

Complaint are no more understandable or persuasive than before.

4, Reporting Periods

" The Amended Complaint alleges: “The studies noted that prior to the enactment of the
Sarbanes-Oxley Act (‘SOX’) in 2002, which réqﬁires cdmpaniés to disclose stock option grants
within two business days of the grant, stock option backdating was ‘clifﬁculf,, if not impossible, to |
detect.” ACq61. Why Would that be so? Plaintiffs’ “backdating” analysis relies entirely on
identifying grant dates and then reviewing stock price movements 'fol[owing those grant dates.
The date on which a grant was ultimately reported to the SEC plays no part whatsoever in Plaintiffs’

analysis — in fact, Plaintiffs persist in ignoring the actual reporting dates of F5’s grants because

7 Moreover, like their odds calculations, Plaintiffs’ aggregate percentage return calculations for the F5 grants are
meaningless because Plaintiffs excluded six option grants. None of those grants-fell on either of the two most favorable
monthly trading dates, so including those grants in the calculation would almost certainly decrease the aggregate
percentage returns on which Plaintiffs rely.
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In addition, Pfaintiffs allege: “Another indicia of backdating is a long period of time between
the purported grant date and the date the grant was disclosed to the SEC. Thus, plainfiffs also
reviewed the amount of time between the purported stock option grant date and disclosure of the
grants to the SEC via Forms 3, 4 or 5. Grants that are not disclosed to the SEC in a timely fashion
are more likely backdated. ... For the stock option grants plAaintiffs allege were backdated after SOX
was implemented, plaintiffs reviewed the price movement in the lag time between the grant date and
the date défendénts disclosed the vgrant to the SEC.” AC Y 69. But Plaintiffs’ theory is grounded in
a fundamental fallacy: that the company and/or its board are responsible for reporting option grants

to the SEC. The burden is entirely on the grant recipient, not the company, to report options to the |

SEC using Forms 3,4, and 5. See 15U.S.C. § '7v8p(a); see also www sec.gov/answers/form345.htm.

Plaintiffs’ misguided argumeht is exemplified by their challenge tothe July 24, 2000 option
grants to McAdam. See AC q 78-79. Plaintiffs allege that McAdam received two grants on July 24,
2000, and reported one of fhose grants to the SEC on August 2, 2000, and repor’ced the other on
October 4, 2000. Plaintiffs then qlaim: “This delay aione is an indication of backdating. But ;che fact
that defendants split the reporting of two grants that were purportedly granted to McAdam on. the
same day provides an even stronger inference that these option grants Were’ backdated” AC {79 |
(emphaéis addéd). Contrary to Plaintiffs’ allegation, the defendants (i.e., the relevant Directoré) did
not “spl'it the reporting” of these grants — the recipient alone is responsible for reporting. Thus,
unless there is some evidence that the recipient of the grant at issue was also involved in the
approval of the grant, the recipient’s ‘delay in reporting the grant cannot possibly be evidence thaf

the grant was “backdated.”’®

'8 Nothing in this discussion should be read to give credence to the concept that a grant recipient’s delay in reporting an
option grant is evidence that the entire Board or Compensation Committee was engaged in “backdating.” Prior to the
enactment of Sarbanes-Oxley in 2002, the law permitted recipients to wait as long as a year to report; in that context, a
reporting delay of even a few months is more plausibly the result of inattention, rather than fraud. And the three “key”
grants Plaintiffs challenge (January 1,2001; April 20, 2001; May 6, 2002) all occurred prior to the August 2002 effective
date of Sarbanes-Oxley, so Plaintiffs’ “reporting period” theory is largely irrelevant. '
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5. Stock Option Plan Restrictions

As discussed above, Plaintiffs now acknowledge that F5’s 1998 Plan authorized the
Company to grant Below-market options. AC §48; see also Order at 16. Inan attempt to side-step
the impact of that authorization, Plaintiffs make the following peculiar argument: “While the Board
of Directors is allowed to grant NSOs under the 1998 Plan at no less than 50% of fair market value,
it is not allowed to retroactively choose the grant date. Thus, the Board is not permitted to look back
in time to grant options on a date the exercise pri.ce happened to fall within 50% of the fair market
value of F5 stock on the date the grant is actually issued. Rather, the shareholder-approved plan
expressly states that a grant can only be made at 100% (or not less than 50%) of the fair market ‘
value of F5 stock on the date of the grant.” AC Y 48 n.i (emphasis in original). Semantics aside,
Plaintiffs admit that the 1998 Plan permits F5 to (i) decide to grant optiohs on a particular date,
(ii) determine the fair market value of F5’s stock on that date, and then (iii) price the options at
between 50% and 100% of that fair market value. ‘ -

Given the express authorization to grant below-market options, what possible difference-
could it make if F5 chooses the exercise price for those options by arbitrarily selecting a price or by
using e‘ historical price that is not less than 50% of the fair market value on the grant date?
Plaintiffs’ theory, if valid, would even prevent F5 from érbitrarily selecting an exercise price that
happened to match an historical stock price — the Company would be required 'to.afﬁrmatively
review its historical stock prices and select a price that was historieaily unrepresented.
The absurdity of that position should be evident. |

6. Alleged Proxy Statement Representations

Finally, without citation to any documents or supporting facts, Plaintiffs allege: “Without
exception, in each proxy statement issued ‘by F5 during the relevant rperiod, the F5 directors
represented to sharehdlders that option grants to executives and directors duriﬁg the preceding yeae i
had been made at fair market value on the date the Board of Directors purportedly issued the grant

and would continue to be made to such executives and directors at fair market value during the
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current year.” AC §48. Throughout their discussion of the F5 Proxy Statements, Plaintiffs then
allege: “Moreover, thé NSOs granted to directors under the 1998 Plan were all disclosed in proxy
statements as having been granted at 100% of fair market value and not at discounted prices.
See 2001 Proxy at 4; 2002 Proxy at 2;:2004 Proxy at 5.” AC 17104, 107, 114, 119, 124, 128.

F5°s 2001, 2002, and 2004 Proxy Statements — the Proxy Statements that Plaintiffs cite in
support of the ‘allégation that F5 represented that all NSOs were granted at fair market value — are
attached as Exhibits H, L, and M to the Buckley Declaration. A review of those Proxy Statements
(including the specific pages cited by Plaintiffs) does not sﬁppbrt Plaintiffs’ allegations. Although
the Proxy Statements do identify certain grants made pursuant to the 1998 Plan, none of the Proxy
Statements contains a representatlon that all grants under the 1998 Plan were at falr market value.
For example, the 2002 Proxy Statement dlscloses the following:

In January 2001, each of Messrs. Higginson, Guelich and Grinstein was granted an

option to purchase.7,500 shares of Common Stock at an exercise price of $9.50 per

share under the Company’s 1998 Equity Incentive Plan (the “1998 Plan™). In April

2001, each of Messrs. Higginson, Guelich and Grinstein was granted options to

purchase 15,000 shares of Common Stock at an exercise price of $8.10 per share

 under the 1998 Plan. All options granted under the 1998 Plan were fully vestedand
exercisable on the date of grant. :

2002 Proxy (Buckl_ey Dec., Ex. L) at 2 (the same page' cited by Plaintiffs). The‘ Proxy Statement

does not repreéent that the option.s' graﬁ'ted under the 1998 Plan were at fair market value, only that
those options were exercisable (i.e., fully vested) on the grant date.” And again, as Plaintiffs admit
and this Court already found, thé 1998 Plan expressiy permits options to be granted at any exercise
price not lower than 50% of fair market value.

Plaintiffs also allege that the 2000 Proxy Statement contained the ~following statement:

“Eligible non-employee directors receive automatic option grants under the Company’s 1999

Non-Employee Directors’ Option Plan with an exercise price equalto the fuir market value of the |

'% Plaintiffs do not even accurately allege when the Proxy Statements were filed, They claim the 2001 Proxy Statement |

was filed on March 20, 2001 (AC ¥ 105), but it was filed on March 7, 2001. Buckley Dec., Ex. H. They claim the |
2002 Proxy Statement was filed on January 28, 2002 (AC Y 107), but it was filed on January 17, 2002. Buckley Dec.,
Ex. L. And they claim the 2004 Proxy Statement was filed on March 18, 2004, but it was filed on March 11, 2004,
Buckley Dec., Ex. M.
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Common Stock on the date of grant.” AC 7100 (emphasis in original).. According to Plaintiffs,
that “statement was false and misleading beeause defendants, including Guelich and Higginson who
sat on the Compensation Committee and made recommendations regarding stock options to the
entire Board, approved stock option grants with an exercise price less than fair market value on the
actual date the grant was made.” AC §101. Plaintiffs’ assertion is patently baseless. First, the
allegedly “false an(l misleading” statement refers only to options granted under tll'e 1999 Plan, but
there is no dispute that the Company also granted man)‘/ options under the 1998 Plan, which

authorized below-market grants. Second, the very same Proxy Statement specifically disclosed that

“[s]everal below-market grants have been given to certain executive officers ....” 2000 Proxy
Statement (Buckley Dec., Ex. N) at 10 (emphasis added).®® In short, Plaintiffs simply have not,
and cannot, allege that F5 ever misrepresented in the Prexy Statements (or‘anywhere else) its option
granting practices. |

C. The Three “Key” Grants Were Not “Backdated.”

In its Order, the Court specifically analyzed five option grants: those grants in which at least
three of the relevant Directors received optlons. The Court’s rationale was that Directors who
received “backdated” options would be per se mterested ” and dlsquallfled from impartially
consxdermg a demand related to the grant of those optlons See Order at 12-13. 21 For reasons that

will become apparent, Plaintiffs have abandoned their challenge to two of those five grants

% In addition, in its other Proxy Statements, F5 disclosed that its stock options “are ¢ypically granted at the current
market value.” See, e.g., 2002 Proxy Statement (Buckley Dec., Ex. L) at'11 (emphasis added). Obviously, implicit in
that statement is that the Company’s options are not always granted at current market value, It is beyond legitimate
dispute that F5 consistently disclosed that it granted some below-market options.

2! F5 respectfully disagrees with that basic holding. A Director who merely received a “backdated” option, but did not
play any role in approving the option grant, would not face any likelihood (let alone a substantial likelihood) of liability
in connection with that grant. The Director would stand in no different position — and would receive no different
benefit— than any other F5 executive or employee who received “backdated” options but who was not involved ini the |
granting decision. Nor would the Director face any different potential detriment, because if he was not involved in the
“backdating” fraud, the Director would be no more subject to disgorgement of the option than would the receptionist
who received options in the same grant. As the Court recognized, the fundamental issue is whether the Director engaged
in “self-dealing” behavior, a concern that is absent if the Director merely received, but did not approve, the grant,

Order at 13. Thus, unless Plaintiffs can connect a particular Director to the decision to “backdate” a particular grant of
options to himself, there is no reason to automatically find that Director incapable of impartially considering a demand.
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(the February 12, 2003 aﬁd April 29, 2004 grants). And as the Court already ruled, there is no
reasonable inference to be drawn that the remaining three grants (January 1, 2001; April 20, 2001,
and May 6, 2002) were “backdated.” Plaintiffs have added nothing (in the way of new facts or
argument) to the Amended Complaint that changes that analysis.

1. January 1, 2001 Grant

_ Plaintiffs allege that, on January 1, 2001, options were gfanted to F5 executive;s and
Directors, including McAdam, Guelich, Grinstein, and Higginson. AC { 80. The exercise price of
those options was $9.50,.which was the lowest closihg price of the month for F5’s stbck. Id*
Wha’t Plaintiffs have not alleged is any reason to infer that the price was the result of fraud.

- F5 disclosed fhe January 2001 grant. In the 2001 Proxy Statement, the Company stated:
“Beginning}nZOOl, ... all non-employee directors who serve on a board commi&ée and who have
been on the board fof at‘least six ﬁqonths will receive 7,500 options in January and 7,500 options the
following June of each year. These options will be fully vested upon grant, and willA have an
exercise price equal to the closing price of the Company stock on the grant date.” 2001 Proxy
Statement (Buckley Dec., Ex. H) at 2. Inits 2002 P.roxy Statexnent, FS disclosed: “InJ an'uary 2001,
each of Messrs. Hi gginson, Guelich, and Grinstein was gfanted an option to purchase 7,500 shares of
Common Stock at an exercise price of $9.50 per share under the Company’s i998 Equity Incentive
Plan (the “1998 Plén”).” 2002 Proxy Statement (Buckley Dec., Ex;:“L) at 2. In other words, the
January 1, 2001 grant to the Directors was fhe product of a non-discretionary plan.

The SEC has recognized that “[slome companies have awarded options with provisions
designed to protect an cmployee. from immediate declines in'the stock price. Typically, these awards

do not have a stated exercise price at the award approval date but instead include a formula for

1221 the Order, the Court found that Directors Higginson, Guelich; and Grinstein disclosed their-options to the SEC on.- |-

March 5, 2001, at which point F5’s stock price was $6.81. Order at 13-14, The Court noted that there were more
advantageous stock prices between January 1, 2001 and March 5, 2001, which the Directors could have chosen if they
were, in fact, “backdating.” It must be noted, however, that the January 1, 2001 grant was first disclosed to the SEC on
February 8, 2001 (AC § 81), when F5’s stock price was $12.81, and the stock did not trade lower than $9.50 in the period
between January 1 and February 8, 2001. Thus, the reporting period for this grant is not particularly relevant, but, as
discussed below, there are many other indicia that the January 1, 2001 grant was not “backdated.”
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establishing the exercise price. For example, an award may establish an exercise price as the
lowest market price of the company’s stock over a 30-day period beginning with the award
approval date.”  See September 19, 2006 Guidance Letter from SEC Chief Accountént
(“SEC Guidance Letter”) at 7 (emphasis added).? Asthe SEC Chief Accountant has acknowledged,
there is absolutely nothing wrong with granting options pursuant to a non-discretionary plan that
uses a formula to esfablish the strike price. Th.at approach simply requires the company to use
variable accdunting until the contingency in the formula (i.e., which day of the month will have the
lowest stock pricé énd, therefore, constitute the measurement date) is determined. Id.

The January 1, 2001 grant bears all thé characteristics of a grant priced pursuant to a formula.
The Cdmpany adopted a non-discretionary plan to grant a specified number of options to non-
employee Directors in the month of January. 2001 Proxy Statement (Buckley Dec., Ex.‘ H) at 2.
The January 2001 grant immediately followed a year in which F5’s stock price had plummeted,
from $119.50 on January 3, 2000 to ~19’9.5’0 on Decembe.r 29, 2000. It is certainly reasonable to
assume that F5 would have desired, with its ﬁrs"c grant in the new year, to protect the grant recipients
from further “immediate declines in the stock price.” SEC Guidance Letter at 7. The methéd
(recognized and approved by the SEC) for providing such protectioﬁ is to utilize a formula that
“establish[es] an -éXercisé priéc as the lowest market priée of the c;ompany’é stock over a 30-day
period beginnin_g with the award approval date.” Id. That F5 had adopted a similar formula for the
January 2001 grant is supported by the exercise price of the January 1, 2001 grant.. fanuéry 1,2001
was n_of a trading day (presumably becauée it was New Year’s Day). Consequently, the market
price of F5°s stock on J anuary 1, 2001 defaulted to the last trading day, December 28, 2000, when

F5’s stock price was $9.50. But because the Company’s non-discretionary plan required the grant

to occur in January, and because a formula ostensibly required the grant to be priced at the lowest E ‘

price for January, the ofﬁciai' grant.date was January 1, 2001. If the grant had been discretionary,

B See Buckley Dec, Ex. O. The SEC Guidance Letter is also available on the SEC’s website at
http:/fwww .sec.gov/info/accountants/staffletters.shtmi.
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the Company would simply have identified the grant date as December 28, 2001, or would have
granted instead on January 2, 2001, the ﬁrst trading day of the month.

Committing, in advance, to use the lowest date in a period as the measurement date for an
option grant involves no “backdating” and is not fraudulent. The optioﬁs are merely granted subject
to a future contingeney (wh-ich carries certain accounting implications). The most plausible
inference to be drawn from the undisputed facts is that the January 1, 2001 grant was priced subject

to a formula. It is Plaintiffs’ burden to overcome that inférence with particularized facts that

' support fraud. Iriétead, Plaintiffs allege ro facts that suggest “backdating,” but rely exclusively on

the coincidence of the January 1, 2001 grant occurring at a monthly low. As discussed at length
above, that “statistical” approach is inadequate, as a matter of law, to establish fraud.

Indeed, even if the facts did not Strongly'suggeet that the J anuéry 1,2001 grant was priced
pursuant to a non-discretionary formula, Plaintiffs’ challenge to that grant would sti// fail under the
basic principles already analyzed and adopted by this Court. There were only 21 trading days in
January 2001; consequently, the odds of F§ rand“omﬁlry granting at the lowest monthly sftock price
were 1 in 21. Those are hardly the “wildly improbable” odds on which Plaintiffs’ entire
“backdating” theory is premised. See Order at 16. Moreover, the $9.50 price was the lowest for
January 2001, but not nearly the lowest price for the generai period — as the Ceurt recognized, F5’s
stock was trading well below $9.50 just a short time later. Order at 14. And the January 2001 grant
followed a'sustéined and substantial slide in the stock price, from $58.31 on September 1, 2000 to
just $9.50 at year-end. Itis notjust plausible but likely that F5 deliberately sought to grant options |

at a low-point in the stock price.24 Such a grant serves the dual goals of (i) making the options

2 In fact, even the Wall Street Journal article on which Plaintiffs rely so heavily acknowledged this very dynamic.

See The Wall Street Journal; “The Perfect-Payday” (March 18, 2006) at-3 (“It’s also possible-companies-sometimes - -|-- -

award options after their stock has taken a fall and seems to them to be undervalued. In point of fact, the companies
can’t possibly know what the stock will do next, but that doesn’t mean they might not feel confident enough about a
recovery to think they are hitting a favorable time to grant options”). See also NERA Study at 2, 4 (recognizing that
companies rationally grant options when their stock is perceived to be undervalued, and that, as would be expected,
such deliberate granting behavior causes the random distribution of companies’ grant patterns to skew slightly toward
the “lucky” end of the bell curve). .
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potentially more valuable for the recipients (whom the Company is seeking to either encourage or
reward), and (ii) giving the option recipients incentive to work together to increase the stock’s value. .
It is particularly plausible that FS would make such a grant at the beginning of a new year, a logical
time for the Company to redouble its efforts to improve performance.

‘All of the facts logically suggest that the January 1, 2001 grant was the product of factors
other than deliberate “backdéting > Plaintiffs have nothing to counter that logical cenclusion butthe
mere fact that the grant coincided w1th a monthly low-point in F5’s stock. That is clearly not the
factual particularity that Rule 23. 1 requires. | |

2. April 20, 2001 Grant

Plaintiffs allege that 45,000 options were granted to Hi gginsen, Guelich, and Grinstein o'n‘
April 20, 2001, at an exercise price of $8.10. AC § 82. Plaintiffs now acknowledge that the graﬁt
price was one of the higliest for the month of April 2001 2 Yet, Plaintiffs contend that the April 20,
2001 grant was “backdated” purely because “the price of FS stock rose by 37.8% to $11.16 per
share within 20 trading days of the grant.” Id. Plaintiffs’ position is demonstrably false, and is also
a stark eXample of the baseless (even frivolous) nature of Plaintiffs’ theories.

- F5 publlcly disclosed the followmg option grant practlce “Beginning in fiscal year end 2001,
all non- employee directors who also serve on a Board committee receive optlons to purchase 15 000
shares of Common Stock on the day of the Company ’s annual .meeting.” 2004 Proxy Statement
(Buckley Dec., Ex. M) at 4 (emphasis added). F5 disclosed further that Higginson, Guelich, and
Grinstein each received 15,000 options (for a total of 45,000) in April 2001 at an exetcise price of
$8.10. Id. at 5; see also .200'2 Proxy Statement (Buckley Dec., Ex. L) at 2. The 2001 Proxy

Statement includes a notice that F5’s 2001 Annual Meeting would occur on April 20, 2001.

was $8.10. In other words, the April 20, 2001 grant was the result of a non-discretienary, fulI);

3 The Court admonished Plaintiffs for representing, in the original Complaint, that the April 20,2001 grant was one of
the lowest for the month, and for illus’grating the grant with a misleading chart. See Order at 15 n.8.
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disclosed plan to grant certain rion-emp.loyee Directors options on the date of the Company’s
Annual Meeting. That Annual Meeting date was disclosed to the public over a month in advance.
Consequently, it is literally impossible that the April 20, 2001 grant, Which occurred on a pre-
disclosed date-certain, was “_backdated.”26 | |
Even if the April 20,2001 grant were not the product of a nbn-discretionary plan, Plaintiffs’
attack of that grant is srfll flawed for a variety of reasons. Plaintiffs allege thaf the April 20, 2001
grant was first disclosed to the SEC on Maj/ 8,2001. AC 7 83.”" Plaintiffs’ entire justification for
challenging a grant that occurred at the second-highest monthly price is that F5’s stock price rose
37.8% in the 20 trading days following the grant. AC Y 83. But the grant was disclosed just 12
trading days later, so the 20-trading-day return is an utterly meaningless metric. Moreover, as the
Court noted, F5’s stock élosed lower fhan the April 20, 2001 strike price on seven of the twelve
trading days bctw;:en the grént and its disclosure. Order at 14. In sum, Plaintiffs’ “backaating”
theories are, at best, sloppy and, at worst, designed to mislead — Plaintiffs’ “analysis” is based on
demonstrably inaccurate facts and indisputably inapplicable theories. This is not how fraud is pled.

3. May 6. 2002 Grant

Plaintiffs allege that, on May 6, 2002, options were granted to F5 executives and Directors,
including McAdam, Guelich, Grinstein, and Higginson.' ACY86. The exercise price of those
options was $11 .'12, which was the lowest closing price of the month for F5°s stock. /d. But as with

the other two “key” grants, Plaintiffs cannot establish that the May 6, 2002 grant was “backdated.”

%8 This glaring and fatal error in Plaintiffs’ reasoning may (and should) explain why Plaintiffs abandoned their challenge
to the February 13, 2003 and April 29, 2004 grants. The 2003 Annual Meeting occurred on February 13, 2003.
2003 Proxy Statement (Buckley Dec. Ex. P) at 1. The stock price on February 13, 2003 was $12.79, and Higginson,
Guelich, and Grinstein were each granted 15,000 options in February 2003 at that price. 2004 Proxy Statement at 5.
The 2004 Annual Meeting occurred on April 29, 2004. 2004 Proxy Statement at 1. The stock price on April 29, 2004
was $28.10, and Higginson, Guelich, and Grinstein were each granted 15,000 options in April 2004 at that price.
2005 Proxy Statement (Buckley Dec., Ex. Q) at 5. Those grants were clearly not backdated, because they were priced as

non-discretionary grant priced as of the date of the Company’s Annual Meeting reveals that Plainti{fs’ “review of each -
grant” was not as rigorous, thorough, or careful as Plaintiffs would have this Court believe.

%7 In its Order, the Court found that the April 20, 2001 grant was first disclosed to the SEC on May 3, 2001. See Order
at 14, While Higginson’s, Guelich’s, and Grinstein’s Forms 4 were signed and dated on May 3, 2001, they were not
actually filed with the SEC until May 8, 2001.
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In the 2002 Proxy Statement, F5 disclosed as follows: “All non-employee directcrs who
also serve on a board committee and who have been.on the board for at least six months will receive
options to purchase 15,000 shares in May 2002. In subsequent years these directors will
receive options to purchase 15,000 shares on the day of the Company s annual meeting.”
2002 Proxy Statement (Buckley Dec., Ex. L) at2 (cmpha51s added) 2 F 5’s 2003 Proxy Statement
then disclosed: “In May 2002, each of Messrs. Higginson, Guelich, and Grinstein was granted
options to purchasc 15,000 shares of Common Stock at an exercise price of $11.12 pcr share under
the 1998 Plan. All options granted under the 1998 Plan were fully vested and exercisable oh the date
of the grant.” Note that the Proxy Statement did not indicate that the Mdy 2002 grant was priced at

fair market value oh the date of the grant. Thus, because the 1998 Plan cXprcssly permits the

granting of below-market options, the May 6, 2002 grant “was within the allowable percentage for

‘in the money’ options under the 1998 Equity Incentive Plan.” Order at 16:10-11.

Plaintiffs’ challenge of the May 6, 2002 grant is based cntirely on the fact that the exercise
price was at a monthly low. But as the Court already held, “this-alone is not sufficient to show with
particularity that the option was backdated.” Order at 16:16. The Court noted that the odds of the
exercise price randomly coinciding with the monthly low was 1 in 22, and that the “‘relatively modest
7.2% increase” in the stock price following the grant was negligible given .’Achc volatility of F5’s
stock. Order at 1'6-17. Nothing in the Amended Complaint changes fhe Court’s analysis.

L |

As the Court noted, it is Plaintiffs’ “core contention’; that the Director Defendants are not

“disinferested” (under the first 'p,rong of Aronsonv. Lewis, 473 A.2d 805 (Del. 1984)) because they

received “backdated” options. Order at 12. As discussed above, Plaintiffs have failed to plead that

% As discussed above, in subsequent years, F5 did grant the non-employee Directors options on the dates of the
Company’s Annual Meeting (February 13, 2003 and April 29, 2004). The 2002 Proxy Statement provides that those
specific options — i.e., those options granted as of the date of the Company’s Annual Meeting — would have an
exercise price equal to the closing price of the Company stock on the date of the grant. 2002 Proxy Statement at 2.
The May 6, 2002 grant was not one of those grants — F5’s 2002 Annual Meeting was on March 7,2002. See 2002
Proxy Statement (Buckley Dec., Ex. L) at 1.

MOTION TO DISMISS AMENDED COMPLAINT DLA Piper USLLP
FOR FAILURE TO MAKE DEMAND - 23 701 Fifth Avenue, Suite 7000
Master File No. 06-0794 RSL Seattle, WA 98104-7044 o Tel: 206-839-4800




~N Y v D

(o]

10
11

12

13
14

15

16
17
18
19
20
21
22

23

24
25
26

Case 2:06-cv-00794-RSL Documeot 80  Filed 11/16/2007 Page 28 of 37

a majority of the relevant Directors received “backdated” options. As such, Plaintiffs cannot satisfy
the first test for demand futility. Order at 19 (“[P]laintiffs have failed to establish reasonable doubt

that the Director Defendants are disinterested based on receipt of backdated options ...”).

D. The Remaining Six Grants Were Not “Backdated.”

In addition to the three “key” grants, Plaintiffs also challenge six additional grants:
(1) October 1, 1999; (2) February 10, 2000; (3) July 24, 2000; (4) April 27,2001; (5) May 8, 2003;
and (6) April 30, 2004. AC 9 68. No more than one relevant Director received options in‘ any of
those additional grants. Consistent with the Court’s approach in dismissing the origihal Complaint,
it is not necessary for the Court to specifically analyze each of those six grants. Plaintiffs’
“statisfical model” of F5’s grant patterns — which is, in actuality, not an “analysis” at all, but merely
a review of stock price movements — is insufficient, as a matter of law, to establish that any
“backdatmg” occurred at FS. Order at 23-24. That holdmg alone ends the inquiry.? Nevertheless

F5 will briefly address why the remaining option grants were not “backdated.”

L October 1, .1999 Grant
Plaintiffs have no standing to challenge this grant. Under the Washington Corporation
statute, an entity may not proceed derivatively on behalf of a corporation unless that entity
“was a shareholder of the corporation when the transaction complaineo of occurred ...'.”
RCW 23B.07.400(1). None of the Plaintiffs were F5 shareholders in October 2000. AC § 17-20.
Consequently, Plaintiffs may not challenge the October i, 1999 grant. Moreover, this grant wastoa
single person — defendant Carlton Amdah! — who is not 'one of the helevant Directors. . AC § 74.

Finally, in the weeks preceding October 1, 1999, F5’s stock traded below the October 1 closing price

0f$68.06 (e.g., $65.75 on September 23, 1999). Because this grant was made before the enactment

% The first Aronson prong also. permits.a_putative. derivative plaintiff to demonstrate that a majority. of the board .

“lacks independence.” Aronson, 473 A.2d at 814, In the original Complaint, Plaintiffs half- heartedly attacked the
relevant Directors’ independence by alleging that the Directors are “allies” and “personal friends,” some of whom are
purportedly “dominated and controlled” by other Directors. The Court summarily rejected that approach as patently
inadequate under the law. Order at 19. The Amended Complaint adds no facts to bolster Plaintiffs’ insufficient
allegations or to raise any doubt whatsoever regarding the F5 Directors’ independence. Thus, for the purposes of this
Motion, the Court need not engage in any “independence” analysis. '
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of Sarbanes-Oxley, F5 could (and logically would) have looked back farther for a more
advantageous date if the Company was, in fact, engaged in deliberate “backdating.”

2. February 10, 2000 Grant

Defendant Amdahl (not a relevant Director) was also the only recipient of the February 10, -
2000 grant.” AC § 76. The grant was issued after a significant decline.in F5’s stock price (the stock
was tradlng at over $130.00 at the end of January 2000, and had fallen to $89 50 on the grant date).
As discussed above that was a logical time for the Company to grant optlons Moreover, the grant
occurred during a period of substantial volatility in F5’s stock and the options were subject to three-
year vesting, so any potential value to be obtained by “backdating” was at best highly speculative.

3. July 24 2000 Mav 8,2003: and April 30, 2004 Grants

For the alleged option grants on July 24, 2000 May 8, 2003; and Aprxl 30, 2004, defendant
McAdam was the only Director to receive options. AC Y 78-79, 88, 92. The July 24, 2000 grants
were made following a steep decline in F5’s stock price (the stock closed at $55.12 on July 13,2000
and at $42.56 on the grant date). In addition, the grant came in the middle or a period of substantial
volatility in the stock. -See AC § 79 (stock price chart). It would have been logical and reaeonable
for the Company to grant options when 1t did, based on the assumptlon that the stock was
undervalued and that the price could be expected to. rebound (as it had in the recent past).*
The same analysis applies to the April 30, 2004 grant, which followed a prolonged decline in F5’s
stock p'riee. See AC 91 (stock price'chart). The Company’s rational and wholly appropriate
incentive to grant options when the stock price was low (predicting a recovery), coupled‘ with the
fact that the odds of randomly hitting a monthly low point in a particular month was approximately

1 in 22, undercuts any inference of “backdating.”

Conversely, the May 8, 2003 grant (with-an exercise price of $14.64) occurred right in the |

middle of a sustained rise in F5’s stock price. See AC 89 (stock price chart). If F5 were

3 In addition, it should be noted that McAdam subsequently agreed to voluntarily cancel the 645,000 options he was
granted on July 24, 2000, 2003 Proxy Statement (Buckley Dec., Ex. P) at 9. That is not the conduct of an individual

.engaged in a fraudulent “backdating” conspiracy.
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“backdating,” it could have gone back just a few additional trading days énd obtained a much more
favorable exercise price (e.g., the stock closed at $13.66 on May 1,2003). As this Court has already
ruled, Plaintiffs’ reliance on bare odds and stock price movements is simply inadequate to establish
that any of these grants were deliberately “backdated.” Ordef at 21-23 ; see also CNET,
483 F. Supp. 2d ‘at 960 (“Mere reliance on thé numbers is not sufficient when plaintiffs are
cohfronted with a legitimate, judicially-noticeable explanation for the grant date. To plead with
particularity that this grant was backdated, plaintiffs would need to allege specific facts showing that

this was not the true grant date”) (emphasis added).

4. April 27,2001 Grant

Piaintiffs éhallenge the April 27, 2001 grant, d_espite the fact that the exercise price of $7.00
was only the thirteenth-lowest closing stock p;rice ofthe month. AC { 84. Plaintiffs’ clailfn that this
grant was “backdated” is based entirely on the fact that F5’s stock price increased 56%, to $11.10,
on the date the grant was disclosed to the SEC. AC 9 85. But the April 27, 2001 grant occurred in
the middle of a sustained rise i F5’s stock price {with the stock trading at below $4.00 near the
beginning of April 2001 and over $18.00 near the end of June 2001). Any option grant that was
made during such a rise would be characterized by post-grant returns. One could undoubtedly
identify many dates in F5’s histofy that would have yielded significant retufns had options been |
granted on those dates. If the fact of positive returns alone indicates “backdating,” then every
favérable (or “lucky”) grant would be evidence vof fraud. Yet Plaintiffs are just és insistent that the
April 27, 2001 grant waé “backdatéd” as they are that the other F5 grants were “backdated.”
Under even minimal scrutiny, i’laintiffs’ theories collapse.

¢ .

* In summary, Plaintiffs have failed to plead, with particularity or otherwise, that any F5 |

granf was the product of deliberate and fraudulent “baékdating.” ‘That failure alone defeats the

Amended Complaint, just as it defeated the original Complaint. Because Plaintiffs cannot establish_

thata majbrity of the relevant Directors are “interested,” Plaintiffs must instead establish that the
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option grants were not the product of a valid exercise of business judgment (the second 4ronson
prong). Order at 20. But if the grants were not “backdated,” they are obviously protected by the
business judgment rule. Order at 24. That ends the demand-futility inquiry.

E. The General “Business Judgment” Allegations Are Inadequate As A Matter Of Law.

Plaintiffs fry to create the appearance that they have bolstered their démand—futility
arguments by adding generalized allegations regarding the Director Defendants’ exercise of
Business judgmer;t. The Amended Complaint adds a paragraph alleging that Defendants Higginson,
Guelich.,- Grinstein, and Malone “granted backdated options” on various dates. AC ] 176(b).
But that allegation is based on nothing more than the fact that Higginson, Guelich, Grinstein, and
Malone were serving on F5°s Compensation Committee at the time of the grants. The Court already
rejected precisely this argument. Order at 20:25-21:6 (“[P]laintiffs provide.no particularized
allegations showing that Director Defendants Higginson, Guelich, Grinstein, and Malone chose the
date on which the allegedly backdated options were to be granted or that they knew a grant’s true
date. Plaintiffs’ allegations that because Director Defendants Higginson, Guelich, Grinstein, and |
Malone were on the Compensation Committee and Audit Committee, they must have known, ‘do not
constitute particulari‘zéd facts’”) (citing CNET). Plaintiffs have alleged no new facts to provide the

particularity that the Court found lacking — instead, Plaintiffs merely itemize the grants that

occurred during each Director Defendant’s tenure on the Compensation Committee. AC g 176(b).

Similarly, Plaintiffs have re-worded some of their allegations régarding the F5 Board’s
oversight of the Company’s financial and accounting practicés. Plaintiffs allegé that “pre-suit
demand on the F5 anrd of Directors is also futile and, therefore, eﬁcused because all of its members
signed one or more of F5’s annual reports on Forms 10:K between 1999 and 2006 that contained
false and misleading financial results and information. .. In each of these Forms 10-K, defendants
représented that the ﬁnancial information contained therein was accurate. Instead, however, while
under the stewardship of defendants McAdam, Higginsoh, Guelich, Grinstein, Malone and Ames,

the secret backdating scheme particﬁlarized in this Complaint was being perpetrated upon and
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causing great ihjury to F5.” AC §176(e)-(f). Again, the Court has already cbnsideréd and rejected
Plaintiffs’ arguments. Even if the above allegations were accurate, at most they would create a
threat of liability for the Board, but the law is quite clear that such a threat is not sufficient .to
establish demand futility. Order at 21 (“[A] plaintiff may not bootstrap allegations of futility by
pleading merely that the directors participated in the challenged transaction or that they would be
reluctant to sue themselves™) (internal quotation omitted). More to the point, the aliegation that F5’s
financial statements were false or misleading is premised entirely oh the Company’s option grants
having been “backdated,” which Plaintiffs have clearly failed to establish. Order at 21-22.

Plaintiffs also add a generalized allegation to the effect that “defendants Higginsdn, Guelich
and Grinstein also sjt.ood'on both sides of several stock option grants because they each received
backdated stock option grants ....” AC 9 176(c). As discussed at length above, Plaintiffs have not
pled particularized facts suggesting that any revlevant Director received “backdated” options. And
Plaintiffs add an allegation that “[b]etween 1999 and 2006, defendants caused F5 to send
shareholders proxy statements in connection with thq Company’s annual shareholder meetings.
Each proxy statement was submitted‘to shareholders by the entire Board of Directors.” AC 997.
But, as discu.ssed. above, Plaintiffs have failed to establish that any of the F5 Proxy Statements
contained misfepresentations rega;rding F5’s options praétices. | ”

Plaintiffs’ free-ﬂbating allegations of alleged misconduct in Paragraph 176 of the Amended
Complaint are virtually identical to the generalized dexnandéﬁlfilify éllegations thaf Judge Zilly
found inadequate, as a matter of law, in Cray. 431F. Supp.- 2d at 1121. And this Court also rejected
those same allegations in Plaintiffs’ original Complaint. Order at 20-22.>' The Amended Complaint

adds nothing of substance to Plaintiffs’ general demand-futility allegations — it merely restates a

31 Plainitiffs contifiuie to argue that F5“admitted” that a “backdating’sch’eme” was perpetrated atthe Company because ~
-F5 announced, in October 2006, that it would restate its financials as a result of the internal investigation the Company
conducted. AC §176(f). In its Reply brief in support of the motion to dismiss Plaintiffs’ original Complaint, F5
explained-in great detail why F5’s restatement was clearly not an admission that any “backdating” occurred, and was,
in fact, entirely consistent with innocent errors in either selecting grant dates or accounting for options. Reply at 12-18,
The Court gave no credence whatsoever in the Order to Plaintiffs’ contention that F5 “admitted” engaging in fraud.
As such, F5 will not repeat here its detailed rebuttal of that contention.
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few of those allegations in slightly more detailed language. Consequently, there is no basis for the

Court to reverse its prior ruling.

F. Plaintiffs Should Be Denied Further Leave To Amend Their Allegations.

A plaintiff should not be given leave to amend a complaint if the amendment would be
“an exercise in futility” (ie., if the flaws in the underlying claims are too fundamental to be
corrécte'd). Steckman v. Hart Brewing, Inc., 143 F.3d 1293, 1298 (9th Cir. 1998); Lipton v.
PathoGenesis Corp., 284 F.3d 1027, 1039 (9" Cir. 2002) (affirming District Court’s Rule 12(b)(6)
dismissal with prejudice of initial complaint because amendment would be futile where the “basic
facts” had been alleged and were inadequate to state a claim). Denial of leave to amend is also
appropriate where a plaintiff has had ample time, and multiple opportunities, to plead viable claims.
As the CNET Court found in denying further leave to amend:

This is the fourth iteration of plaintiffs’ complaint. Plaintiffs were granted two
extensions so that they could file their complaint after CNET had released its restated
financials. ... Plaintiffs had every incentive to plead their best case in-this
complaint. This action has been going on for nearly nine months, so plaintiffs had
‘ample opportunity to mvestlgate their allegations. The Court is inclined to deny
further leave to amend in light of the prior hlstory of this action. ‘

483 F Supp. 2d at 966-67. :

The facts of this case are vstrikingly similaf to the facts in CNET tﬁét justified dismissal
without further leave to amend. The Amended .Complaint is Plaintiffé; third attempt o plead
sustaiﬁab]e claims. The first of Plaintiffs’ three subsequently consolidated complaints was filed on
June 8, 2006. AC 9 174; Order at 4:3. On November 30, 2006, Plaintiffs ﬁled their Consolidated
Verified Shareholders Derivative Complaint, It was that Compléint the Court analyzed and
dismissed in the Order. Thus, the Amended Complaint represents Plaintiffs’ third opportunity'to
plead viable demand -futility allegations. ‘
- This actlon has been pending for seventeen months, so Plamtlffs have had ample time to

thoroughly investigate their claims. And Plaintiffs filed the Amended Complaint after the Court

provided a precise roadmap (i.e., the Order) to the fatal flaws in Plaintiffs’ allegations. Plaintiffs
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-

had not just time, but every incentive, to éllege all facts they are aware of that would suggest -
improper “backdating” occurred at F5. As discussed above, Plaintiffs have failed to raise even a
plausible inference that anyone at F5 engaged in fraud. It is clear that Plaintiffs do not posses
additional facts supporting their demand-futility allegations, or they would have pled thpse facts.
As such, any additional amendment would be futile, and the Amendéd Complaint should be

dismissed without leave to amend.

III. CONCLUSION

“[Wihen the allegations in a complaint, however true, could not raise a claim of entitlement
to relief, this basic deficiency should be expdsed at the point of minimum expenditure of time and
money by the parties ‘and the court.” T wombly, 127 S. Ct. at 1966. In this case, that time is now.
The Court instructed Plaintiffs on the specific deficiencies in their demand-futility allegations, and
gave Plaintiffs an opportunity (a'thifd opportunity) to cure those deficiencies. In response, Plaintiffs
alleged no new substantive facts that in any way bolster Plaintiffs’ accusation that F5 engaged in
fraudulent “backdating.” It is not equitable for the Court or F5 to be forced to expend additional
time or money responding to claims that clearly cannot be salvaged. F5 resbectfully requests that thé‘
Amended Complaint be dismissed with prejudice. A form of order is submitted with this Motion.

RESPECTFULLY SUBMITTED this 16" day of November, 2007.

DLA PIPER USLLP

s/ Brian D. Buckley

Stellman Keehnel, WSBA No. 9309.
Brian D. Buckley, WSBA No, 26423
Christopher M. Huck, WSBA No. 34104
Russell B. Wuehler, WSBA No. 37941

____. 701 Fifth Avenue, Suite 7000. .. =
Seattle, WA 98104-7044
Telephone:  (206) 839-4800
Facsimile: . (206) 839-4801
E-mail: brian.buckley@dlapiper.com

Attorneys for Nominal Defendant F5 Networks, Inc.
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CERTIFICATE OF SERVICE
this 16" day of November, 2007, I caused the foregoing to be

electronically filed with the Clerk of the Court using the CM/ECF System which will send .

notification of such filing to the following:

Benny C. Goodman III

Travis E. Downs III

Thomas G. Wilhelm . '

COUGHLIN STOIA GELLER RUDMAN & ROBBINS LLP
655 West Broadway, Suite 1900

San Diego, California 92101-3301

Email: travisd@ecsgrr.com

Email: bennyg{desgrr.com

Tamara J. Driscoll
COUGHLIN STOIA GELLER RUDMAN & ROBBINS LLP

1700 Seventh Avenue, Suite 2260

Seattle, Washington 98101
Email; tdriscoll@csgrr.com

Lead Attorneys for Plaintiffs

John G. Emerson

EMERSON POYNTER

The Museum Center . _
500 President Clinton Avenue, Suite 305
Little Rock, Arkansas 72201

Email: john@emersonpoynter.com

Stuart W. Emmon

William B. Federman
FEDERMAN & SHERWOOD
10205 North Pennsylvania Avenue

~ Oklahoma City,

Oklahoma 73120

Email: wfederman@aol.com

Attorneys for Plaintiff Glenn Hutton

Kirk Robert Mulfinger -

“MULFINGERLAW GROUP- -~ oo |

13555 Bel Red Road, Suite 111 A
Bellevue, Washington 98005

Email: kirk@purchaselaw.com

MOTION TO DISMISS AMENDED COMPLAINT , " DLA Piper US LLP
FOR FAILURE TO MAKE DEMAND - 31 : 701 Fifth Avenue, Suite 7000

Master File No. 06-0794 RSL:

Seattle, WA 98104-7044 o Tel: 206-839-4800




o 3 Oy

10
11
12
13

14 |

15
16
17
18

ol
20
21

22

230
24

25
26

Case 2:06-cv-00794-RSL Document 80 Filed 11/16/2007 Page 36 of 37

' Kip B. Shuman

Jeffrey B. Berens

SHUMAN & BERENS, LLP

801 East 17th Avenue

Denver, Colorado 80219

Email: kip@shumanlawfirm.com

" Attorneys for Plaintiff Allen Easton

Robert M. Sulkin

Gregory J. Hollon

MCNAUL, EBEL, NAWROT, HELGREN &VANCE
600 University Street, Suite 2700

Seattle, Washington 98101- 3143

Email: rsulkin@mcnaul.com

Email: ghollon@mcnaul.com

Attorneys for Defendants Jeff Pancottine,
Steven Coburn and Steven Goldman

George E. Greer

Lori Lynn Phillips

Kelly B. Fennerty

HELLER EHRMAN LLP

701 Fifth Avenue, Suite 6100

Seattle, Washmgton 98104

Email: george.greer@hellerehrman.com
Email: lori.phillips@hellerehrman.com

Email: kelly.fennerty@hellerehnnan.com

Attorneys for Defendants
Joann Reiter, Edward Eames, Jeﬁey S. Hussey, John McAdam,
Tom Hull, John Rodriguez, Andy Reinland and Kenny Frerichs

Hugh Bangasser

Philip Guess

Richard A. Kirby

KIRKPATRICK & LOCKHART PRESTON GATES ELLIS LLP
925 Fourth Avenue, Suite 2900

Seattle, Washington 98104-1158

Email: hugh.bangasser@klgates.com

Email: philg@kigates.com

Email: richard kirby@klgates.com

Attorneys for Defendants Kezth Grinstein, Karl Guelich,
. Alan Higginson, A. Gary Ames, and Rich Malone
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Randy Aliment

John A. Knox

WILLIAMS KASTNER & GIBBS PLLC
Two Union Square

601 Union Street, Suite 4100 -

Seattle, Washington 98101-2380

Email: raliment@williamskastner.com
Email: jnox@williamskastner.com

Attorneys for Defendant Brett Helsel -

Dated at Seattle, Washington, this 16" day of November, 2007.

DLA PIPER US LLP

s/ Brian D. Buckley

Brian D. Buckley, WSBA No. 26423
A_ttorheyé for F5 Networks, Inc.

DLA Piper US LLP -

701 Fifth Avenue, Suite 700

Seattle, WA 98104-7044

Telephone: - (206) 839-4800
Facsimile: (206) 839-4801
E-Mail: brian.buckley@dlapiper.com
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By filing this lawsuit, Plaintiffs have asked this Court to do something that all courts
nationwide are deeply, and properly, reticent to do: usurp the ﬁ1nda1ncntal role of acorporation and
its board te “rectify an ailegéd wrong without litigation, 4nd to control any litigation which does
arise” Aronson v. Lewis, 473 A.2d 805, 809 (Del. 1984). Plaintiffs want this Courtto substitate
Plaintiffs’ judgment for that of F5 and its Board of Directors, To circomivent bedrock principles of
corporate govemance; Plaintiffs must meet a strict standard, “more onerous than that required to
withstand a Rule 12(b)(6) motion to dismiss.” Levine v. Smith, 591 A.2d 194, 207 (Del. 1991).
Indeed, Plaintiffs” burdén is even morelnrietous them the standards under Rule 9(b) for pleading
fraud, because Plaintiffs mustnot enly plead particularized facts, but “ultimate facts” or “elemental
facts,” L.e., those specific facts that will a..'ctually sustain a claith. Brehmv. Eisner, 746 A.2d 244,254
(Del. 2000); @ccord In re Cray Iric. Deriy. 'Liﬁg., 431 F. Supp.2d 1114, 1121 (W.D. Wash. 2006).
The shrill conviction of Plaintiffs’ “backdating™ accusations must not drown out the fact that
Plaintiffs ask this Cqurt ‘to grant relief that is extraordinary and highly disfavored.’

In opposing F5 ;'s Motion, however, Plaintiffs bear an even greater burden than the typical
would-be derivative plaintiff. That is so because this Couit has already ruled that Plaintiffs*
demend-futility allegations fsil as  matter of law, Se¢ Ordér Granting Nominal Defendant F5

Networks, Inc.’s Motion To Dismiss For Failure To Make Demand (the “Order”). Despite how | - -

loudly Plaintiffs decry F5’s Directors as-alleged sclf-interested fraudsters, the Amended Complaint |
(or “AC") is remarkably silent on the sing,lé»-datenninative question currently before. the Court:
did Plaintiffs add new ficts to the Amended Complaint sufficient to save Plaintiffs’ demand-futility
allegations from dismissal. In conjunction with its Motion, F5 provided a chart of the “substantive”
(i.e.,not sfylistic or organizational) changes in the Amended Complaint — the Motion then set forth
in detail why none of those changes impacts, 1ét alone merits reversal, of the Court’s rulings in the
Ordc‘r; Entircly absent from: Plainﬁffé‘ Opposition To Nominal Defendant F5 thworks, ‘Inc."s

! See, e.g., Iriré Verisign, Inc. Derfy, Litig., — B, Supp. 2d ~-, No. C 06-4165 PTH, 2007 WL 2705221, *11 (N.D. Cal.
Sept. 14, 2007) (“[T]hoe issue raised in this motion is not the-propriety or legality of backdating options, but whether
plaintiffs, by pleading particularized facts, bave Gvercoms the presumption of good faith “aifarded to directors™;
dismissing putative “options backdsting” derivative suit bacanse plaintiffs fiiled to establish that demand was futile),
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M&ﬁoﬁ To Dismiss- Amended Complaint For Failure To Make Demand (the “Opposition™) is any
discussion of new facts; instead, Plaintiffs find slightly different (and inercasingly confusing) ways
‘to argue their flawed statistical theories, Plaintiffs also attempt to convince the Court that 1t erred in
its articulation ahd‘applicaﬁdn of the law governing demand futility. The Court did not exr, and there
are no grounds for ~reve£‘sir’1g the law of the case, as clearly estabhshed by the Court in its Order,
As discussed below, the Amended Complaint fails in the same fundamental way that
Plaintiffs’ original Complaint failed: the Amended Complaint raises no inference, reasonable or
otherwise, that any of F5"s optien grants were “backdated.” Stated differently, Plaintiﬁ's' are still
unable to plead ultimaté facts, with particulérﬁy, demonstrating that anyone at FS engaged in fraud 2
T. ANALYSIS )

A. Plaintiffs Ask The Court To erse Itself On The Applicable Legal Standards.

1.
In the Order, the Court established the core standdrd goverring Plaintiffs’ demand-futility

. Thé Court Rejected The Maxins /

allegations: Plaintiffs must “present particularized facts creating a reasonable doubt that the

‘directors are disinterested.” Order at 12:5-6, That burden has been further informed by the
['U.S. Supreme Court’s decision in Bell Aflantic Corporation v. Twombly, 127 8. Ct. 1955 (2007), _
‘Which reqiiires Plaintiffs to plead their ¢laims’ “across the line from conceivable ""’to"Plfl*usible'_”' e

1d.at 1974 (emphasis added), As discussed in the Motion, and further below, Plaintiffs’ allegations |
in the Amended Complaint do not satisfy either of those pleading standards. ]

For vobvious reasons, Plaintiffs cling desperateiy and doggedly to Maxir (Ryan.v. Gzﬁ’bid,
918 A.2d 341 (Del. Ch. 2007)) and the handful of cases that have followed the Maxim approach.
Opposition at 8-9. But, contrary to Plaintiffs’ assertion, this Court dfd reject the Maeim.
‘methodelogy, because Maxim sets an unreasonably low bar for would-be derivative plaintiffs to

% See In re InfoSonics Corp. Deériv. Litig., No. 06-CV-1336 BTM, 2007 WL 2572276 (5.D. Cal. Sept. 4, 2007)
(“[Directors] enjoy the benefitand protection of the business judgment rule, and their contro] of corporate affairs should
not be impinged based on non-specific or speculative allsgations of wrongdoing"; dismissing putative “options
backdating” derivative action where plaintiffs failed to adequately plead that demand was futile). . :
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plead demand futility. In the Order, the Court cited cases that, in turn, cite Maxin, but only for the
uncontroversial (and s_elf-cvident) proposition that “intentionally employing hindsight to-adjust the
grant date to an advantageously low price, or ‘baékdaﬁng,' isfraud.” See, e.g., Order at 11:22-12:2
(qubting In re CNET Networks, Inc. 8'holder Deriv, Litig., 483 F. Supp. 2d 947,956 (N.D. Cal.
2007)). But the Court implicitly rejected Maxim’s eentral holding that a derivative plaintiff may
establish demand futility merely by alleging that @ the company’s stock plans require options to be
granted at 100% of fair market value on the grant date, and (ii) the directors employed hindsight fo
choose favorable grant dates.” Instead, the Court engaged in a grant-specific analyéis to determine
whether Plaintiffs pled particularized facts to establish that each grant in question was astually |
“backdated.” See Order at 13-19. Moreover, the Cburt refused to accept Plaintiffs’ conclusory
(and false) assertion that F5’s stock optien plans required gvery stock option to be granted at 100%
of fair market value on the date of the grant, See Order at 16.%

2. The Decision Is Distinpwishable, _

Plaintiffs rely en Judge Ro'bart’é tecent decision in Edmonds v. Getty, 524 F. Supp. 2d 1267
(W.D. Wash. 2007), but Getty involved a significantly dlﬁ‘ermt set of facts and circumstances than
those at issue here. . First, and perhaps most importantly, Getty Iinages appointed a special

‘Il committee and conducted an internal investigation, after which the Company publicly disclosed

that “[t]he Special Committee also identifiéd certain awards for whick grant dates were selected
retroactively.” 524 F. Supp. 2d at 1270 (emphasis added). Consequently, the backdrop to Judge
Robart’s entire analysis was the fact that apparently Getty had effectively admitted “backdating”

* “The Maxim Court ajso reviewed purported “empirical evidence™ in the form of gtaphs and statistica) metrics, but as
F5.has denionstrated i both of its dismissal motions (and this Court has agreed, as discussed further below),
siich “statistical models® are not, in fact, evidence of anything. Morcover, it is important to récall that, according to
Chanvellor Chandler, the Maxim case invoived “anusual facts,” including that gll of the challenged grants occurred at

|\ tow points in the stock price and that plaintiffs performed a complete inarket #ialysis of returns, 918 A2dat354. — | .

* Perhaps the most obvious indication that the Court rejectsd the Mdxim standard is that the Court never cited Maxim.
The courts that have followed Muaxim's lead — beyond meroly observing the truism that deliberately violating stock
option plans and lying. to shareholders is fraud — have quoted directly and extensively from Chancellor Chandler’s
findings. This Court correctly took a diffetent approach, and nefther cited nor relied on Maxim.”
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(a fact that is absolutely mof present here).® Second, the plaintiff in Getty claimed that “21 out of 25
discretionary rant dates from April 1999 to 2002 were backdated.” Id. at 1272, Here, Plaintiffs
challenge less than half as marty grants (nine) made over & period more than twice as long (1999 to
2606). Third, in Getty, of the challenged grants, “[e]ight grants were made at ar near the lowest
price for the fiscal year and fourtoen were made at or near the lowest price-of the fiscal quarter.”
Id. at 1272 (emphasis added). Here, by contrast, Plaintiffs allege that “12 of 26 stock option grants
to F$'s directors and top officers fell on the 2 most favorable dates, i.¢., the lowest (9) or second
lowest (3) monthly closing price of F5’s common stock.” ACY2 (emphasis.added). Thus, the bare -
odds that the Gety plaintiffs relied upon were substantially more “dramatic” than thc odds of F5's
grant patter oceurring randomly.® Fourth, under Getty's stock option plans, alf options had to
be priced at “no loss than 100% of the Fair Market Value per share on the date of the grant”
Id. at 1273, Here, itis undisputed that F5’s 1998 Stock Plan “allow[s] a grant to be discounted to as

‘much as 50% of the fair market value of F5.stock on the date of the grant” ACY 48."

The Getty decision distinguishes several other “backdating” opinions on the grounds that
“none of the[] deficiencies [in those cases] are present here.” 524F. Supp. 2d at 1275. Buthere, the

|| Amended Gomplaint does suffer from most of the deficieneies identified in those opinions, which

highlights that the Géity case and this case are distinguishable on their facts.” For example, Getty

% Despite Plaintiffs’ continued assertion that FS “admitted” that it engaged in“backdating,” F5 edmitted nothing of the
sort, Following its internal investigation, F5 publicly disclased that certain measurement dates. should not be relied
wpon dus to (i) administrative delays in aflogating company-wide grants to-employees, (i) options granted to new
employees before their official stast dates, (iif) insufficient documentation 1o support certain grant dates, (iv) fallure to
properly account for consultants who later becamié employees, and (v) failure to groperly account for options that were
modified after the grant date, F5 2008 Form 10-K/A st 17. Nons of those disclosures invelved an “admission” that FS
“retropctively selected” grant dates (as aceyrred in Getty). See also CNET, 483 F. Supp, 2d at 963 (“Plaintiffs have not
pleaded with particularity that the contents of th testated financials fincluding the special committec's conclusion that
no wrongdoing eceurred] are untrue. Accordingly, plaintiffs may not rely on thein &3 an automatic admission of fraud™),

S The Getiy decision does not évaluate or analyze the: plaintiff's odds-based allegations; instead, Gerty accepts the

reasoning in Maxim that the simple fact of an improbable grant pattern supports an inference of “backdating”
(le., frand). 524 F. Supp. 2d at 1276, With the utmost respect for Judge Rebart, the Gefty decision is in error on this

|| point.-As F5 has anatyzed in detail, and as this Court recognized in its Ordes, the “statistical model® Plaintiffs rely'upon |

does not raise any inference of fraudulent conduct.

7 In issuing the Gertp decision, Judge Robart had the benefit of this Court’s Order. (Getty Images submitted a copy of
the Order with its dismissal briefing.) The fact thiat hé did not cite or disguss the Order suggests that J udge Robart a)so
recognized the Gatty case and this case as factually distinguishable. S .
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distinguishes CNET on the grouﬁds that, in CNET, “the court refused to find demand excused where
plaintiffs failed to plead facts about the full universe of options ... orany facts regarding the board’s
role in granting the options.” Getry, 524 F, Supp. 2d at 1275, Both of thnse deficiencies are present
in this case: Plamuffs have analyzed only grants made fo “directors and top officers,” as opposed to

rank-and-file employees (AC Y 2), so Plaintiffs’ analytical approach is flawed because it omits the
context of the “full universe of options.” See CVET, 483 F. Supp, 2d at 957. Moreover, Plaintiffs
here “provide no particularized allegations showing that [the F5. Director Defendants] chose the
date on which the allegedly backdated options were to be granted or that they knew a grant’s
true date.” Order at 20:25-26:3 (citing CNET) (emphasis added).

The Getty decision distinguishes two other ‘ibackdaﬁng” opinions on the same basis it |
distinguishes CNET. Getty distinguishes Verisign on the grounds that, in thet case, there were
“no allegations showing how or why & particular director would know that the options were
backdated.” Gerty, 524 F. Supp. 2d at 1275, Getty also distinguishes Desimone v. Barrows,
924 A.2d 908 (Del. Ch. 2007), on the grounds that the. complaixﬁ in'tha‘t case “was devoid of any |
factual allegations on the key issues of who approved the employee grants and whether any of the

directors knewy that options were being backdstod.” 524 F. Supp. 2d at 1275, (Desimoneisfurther | . . .

distinguishable from Getfy because, as in our case; the stock option plans in Desimoneé did-not: | +-e « - B

require-options to be priced fair at market value. Jd.) Here, as in Verisign dnd Desimone, the Court
already held that Plaintiffs have failed to adequately plead that F5’s Directors chose the particular
measurement dstes for the challenged grants or knew the “true” dates of those grants. Order at 21;
see also In re Finisar Corp. Deriv, Liﬁg, Nﬁ. C-06-07660 RMW, 2008 WL 131867, *13
(N.D. Cal, Jan, 11 2008) (dismissing putative derivative action, despite company’s admission of
backdating, where complaint was “devoid of any factual allegations of which diréctors apﬁrovcd

which backdated employée grant and whether the directors knew the options were backdated™), |

The Getty decision also distinguishes In. re Linear Technology Corporation Derivative
Litigation, No. C-06-3290 MMC, 2006'WL 3533024 (N.D. Cal. Dec. 7,2006). Gerty, 524 F. Supp.
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2d at 1275. This Court specifically relied on Linear in rejecting the notion that Plaintiffs’ |
“statistical model” (such as it is) establishes any inference of backdating. See Order at 22, In fact,
the language that Gelty uses to distinguish Linear is the same language this Court quoted as
“instructive.” 7d. Similarly, Getty distinguishes In re. PMC-Sierra, Inc. Derivative Litigation,
No. C 06-05330 RS, 2007 WL 2427980 (N.D. Cal. Aug, 22, 2007), because, in that cas, “demand
was not excused where plaintiff did not pfesent an .a_dequaie stanstlca! analysis to negate the
prospect that the favorable grant dates were merely fortuitous; did not examine all options granted
during the relevant period and failed to allege other facts raisiﬁg an inference that backdating
occurred.” Getty, 524 F. Supp. 2dat 1275. In our case, by contrast, the Amended Complaint suffers
from all the key deficiencies identified ih PMC-Sierra (as discussed futther below).?
| In summary, Getty is inapposite beca,use.it invelved a substantially different set of underlying
facts. The Amended Complaint suffers from all of the factual and pleading deficiencies that Judge
Robart psed to distinguish the cages discussed above.” Contrary to Plaintiffs’ assertion, nofhing in
Getty suggests, Jet alone cainpels, that the Court reveérse its prior rulings. ' '
Plaintiffs make the ;urpfi_sing assertion that they “easily satisfy both prbngs of the Aronson

test.” Opposition at 7:16. This Court obviously disagreed and, in the Order, dismissed Plaintiffy’ |
7 || cleims for failure to plead demand futility. The only way Plaintiffs’ allegations cven congeivably |- - -

survive is if the Court applies the extremely low pleading threshold established in Maxim, but the
Court has already rejected that methodology. Ironically, Plaintiffs accuse FS of arguing that

¥ The Getty decision also distinguishes In re Qpenwave Systems Inc, Shareholder Derivative Litigation, 503 F. Supp. 2d
1341 (N.DD. Cal. 2007}, becauss, in that case, the plaintiff failed to “compare the average 20 day return oo all reported
stock option gtants during the relevant peried to this average 20 day refurn on Opénwave stock duripg the period.”
524 F, Supp. 2d at 1275 (quoting Openwave), Here, Plaintiffs aldo failed to perform that broader analysis — instead,
they focused solely on F5's percentage returns, without providirig any coritext regarding percontage returns experienced
market-wide, As discussed below, the Mesrill Lynch study {on which Plaintiffs’ rely) found that alf companics
Merrill Lynch analyzed (not just those it identified as being “at risk” of “backdating™) experienced higher 20-day

retums than annualized returns. Thatis a fact conspicuousty-omitted from Plaintify’ Amended Complaintand briefing. |
¥ It should also be noted that Judge Robart rejected certain analytical metticy this Court found compelling. The Gety

decision gave no weight to the fact that “thore were days close.in titme [to the grant date] where the stock closed at an
even lower price ...." 524 F. Supp, 2d at 1273. This Court, however, found that fact alorte sufficient to defeat an

inférence of “backdating.” See Order at 15:1-6. -
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“this Court has created anew test for demand futility.” Oppbsiﬁon at 9:9-10. To the contrary, this
Court closely followed the standards set out in Arorson (and reaffirmed in cases such as Cray),
which require putative derivative plaintiffs to meet an extremely exacting burden to adequately
plead fraud and usurp the fundamental role of  company’s board of directors.” In fact, it is cases
such as Maxim that pervert and undermine the Aranson standards, by making it dangérously easy
for plaintiffs (ax;d, ‘more to the point, their counsel) to establish demand futility. u

B.  Plaintiffy’ Generalized “Statistical” Theories Are Inadequate To Establish Fraud.

In their original Complainf, Plaintiffs identified various FS option grants that occurred at or
near menthly lows, declared the odds of such a pattern occurring randomly “‘wildly improbable,” and
asked the Court to conclude, based on that “analysis,” that FS engaged in rampaiit fraud, The Court
correctly declinéd to reach that conclusion, observing that Plaintiffs’ allegations were not “based on
any typé of statistical modsl.” Orderat23:1. Now Plaintiffs claim that the Court did not reject their
statistical approach, but “merely held that plaintiffs did not meet their pleading burden fegarding the
use of a staﬁétical model as part of the 0veraﬂ =allegaﬁons éstabﬁshing a pattern of stock option

backdating.“»oppositiona.tw:]1-13, HoweverPléintiffswi'shto euphemistically phrasethepoint, }- . o
the Court found Plaintiffs’ statistics- non-grant-specific methodology wholly inadequateto | - . .

5 plinifs sppeently raisppiehond the mesping and cperation o hs “iw ofth ese” doccne, Fettboomend |

that the doctrine “only prevents a party from asking the court 1o reconsider an issue thathas already been decided by the
same or & higher court in the identical case.” Opposition at 10:19-20. That is precisely-what Plaintiffs are atteropting to
do, In their opposition to FS's first-dismissal motion, Plaintiffs argued that the Maxim standards applied and excused
demand. In their opposition to the curvént motion, Plaintiffs continue to insist that the Maxim standards apply and
excuse demand, (In fact, immediately after noting that the Court “did not even mention” Maxiny in the Order, Plaintiffs
make the pérplexing claim that the Court “explicity adopted the demand futility test used by the Ryan [Maxim] court.”
Opposition at 10,) In short, Plaintiffs ask this Coust to recongider the proper standards for measuring demand futllity, but
that is what the “law-of the case” doctrine prohibits, See United States v. Alexander, 106 F.3d 874, 877 (5™ Cir. 1997).
Plaintiffs’ attempt to distinguish Alexander is equally baffling. See Oppositionat 11 n.9. In Alexander, the “law of the
case™ doctrine applied despite the earlier ruling having been made by a different jndge; the doctrine applies with even
more force here, where: Plaintiffs ask the same judge to reverse himself on the law, .

" Indeed, Chancellor Chandler (the presiding judge in Maxim) appears to be attempting to re-write the law-of demand
futility, In November 2007, in the ssme case, Chancellor Chandler ruled that communications between counsel for

|| Maxim's Special Committee and Maxim’s Board were not afforded any atiorney-client privilege protection, SeeRyan

v. Gifford, No. 2213-CC, 2007 WL 4259557 (De! Ch. Nov. 30 2007). That is & startling ruling that will surely reduce
companies’ incentive and ability to proactively investigate and address potential internal issues. Until the Dejaware
Suprenie Court hag reviewed the Maxim decisions, it is at best preméture to assume that Chancellor Chandler’s

|| rulings meark a radical shift in the Delaware law governing demand-futility.
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plead demand futility. Instead, the Court performed a grans-specific analysis, eschewing general
odds and “patterns” in favor of evaluating the iuferences (if any) to be drawn from the facts
surrounding each challenged grant. See Oider at 12-19.

This Court is not alone in rejecting the type of “statistical analysis” that Plaintiffs’ claims -

depend upon. In PMC-Sierra, the same counsel who are representing Plaintiffs here accused PMC-
Sierra of fraudulent “backdating,™ based on allegations that “each of the [challenged] grants was
dated ‘neaf or on'the very day that PMC-Sierra stock hit its low price for the month’ or ‘in advance
of sharp stock price increases.” As to most of the grants, plaintiffs allege[d] that the stock price
20 days later would baveresulted in extraordinatily good returns, often in the range of 20%.o0r 30%.”
2007 WL 2427980 at ;"2. As is the case here, the plaintiffs in PMC-Sierta did “not purport to know
when any of the opfioné were actually granted. Their theory, in essence, [was] that the stated datés
of the grants [were] too favorable to Have been the product of chance, and therefore must have been
selected with the benefit of hindsight.” Id. Just asv this Court rejected Plaintiffs’ methodclogy,
the PMC-Sierra Court found that the ﬁlainﬁﬁ‘s (and their counsel, who make identical arguments

to this Court) had “not presented an adeguate statistical analysis to negate the prospect that the:

favorable grant dates were merely .f_orﬁ:itous‘..”‘, Id. at *4._ The PMC-Sierra Court also noted that

courts in its judicial district “uniformly- have rejected the methodology by which plaintiffs are. | -~ -~

attempting to support that inference [of fraud].” /d. (citing Linear, CNET, and Qpenwave).
Plaintiffs” generalized statistical approach. has been repeatedly rejected by the courts,
including this Coutt in the Order. Critically, the Amended Complaint changes #othing in Plaintiffs’
met_hbdologjr —the Amended Complaint merely reduces the nunmber of chiallenged grants (from 12
to 9) and corrects various misleading representations Plaintiffs previously made, and for which they
were admonished by the Courf (wee Order at 15 n.8; 18 n.10). Plaintiffs plead not one new fact

that could convert their allegations to a legitimate “statistical model” (even if statistics alone were_{
' || enough to establish fraud, which they are not). And, as discussed below, the analysis that Plaintiffs

do employ remains hopelessly flawed.
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1. The Amended Complaint Omits Option Grants During The Relevant Period.

In its Order, the Court criticized Plaintiffs for failing to consistently identify how many
option grants FS made during the relevant period (or even how many grants Plaintiffs were
challenging as “backdated”). Order at 23-24, Despite that warning, in the Amended Commplaint
Plaintiffs stil! fail to identify all of the grants made to F5 directors and officers during the putative
class periad (1999 to 2006). ‘And Plaintiffs’ omission is not de minimis: theéy miss nearly 20% of
the relevant grants (6 of 32). Perhaps not coincidentally, none of those grants fell at, oreven near, a
monthly low:in F5’s stock price. Plaintiffs protest that “no matter how extensive a search of
defendants’ SEC filings is conducted, some grants are likely to go undiscovered,” Opposition at 4
0.3, But the missing grants were all publicly disclosed on Forms 3 and 4, the same forms Plaintiffs
purportedly reviewed 4s pait of their “substantial research.”'* (And the Court will recail that
Plaintiffs' counsel, at oral argument on F5’s first dismiissal motion, referred to 32 public grants,
Order at 23n, 14, suggesting that Plaintiffs were aware of the proper mime of grants but chose to
“analyze” only a subset of thhse, grants,) Whether Pl_.ainﬁﬁ's’ 6mission of 20% of fche relevant F5 |

|| grants-was merely the result ofcérelessness, or somethinémore’ deliberaté; is ultimately immaterial: |
the point is that any would-be derivative plaintiff should conduct a thorough (and unbiased, |- . o ..

2. Eiainﬁffs’ Gencralized “Odds” Allegations Add Nothing To The Analysis.
In their original Complaint, Plaintiffs claimed that the odds of F5’s grant dispersion
oceurring as the result of random cha‘née were “less than 1in 90 million.” Comyp, § 2. Even at thoso

alleged odds, the Court rejected Plaintiffs’ “strident claim” that F5’s grants reflect an “astonishing

multi-year pattern” indiceting thet “grants were repeatedly backdated.” Order at 22. In the
Amended Complaint, Plaimiffs substantially reduced their odds, alleging that “[t]he odds that

n Sea FS’s Moﬁon at 7 n. 6 lennﬂ'x also complam that, becanse certain defendanls werenot ofﬁcers at the time ofthe
grants, “their SEC forms discloging those grants were filed years after the fact.” Opposition at4 n.3. But that pointis |. -
irrelevant. Byen the latesi-disclosed grants ware identificd on Forms 3 and 4 filed in 2005, long before Plaintiffs
conducted their suppapedly “oxtensive search” ofthe public information regarding F5's optiens granting‘practices. -
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9 grants fall on the date with the lowest closing price alone (out of 20 possible trading days)is 1in
391,905.” ACY72. Now, having redlized they omitted né’arly' 20% of the relevant grants, Plaintiffs
have been forced to reduce their odds yet again, Plaintiffs alle_ge that “[t]he odds ﬂzat 9 out of 32
grants fell on the lowest closing price of the month ar¢ I in 52,328. The odds that 12 out of
32 grants fell on the towest or second lowest price of the month are £ in 30,303.” Oppositionat 15
.12 (emphasis added). B Piaintiﬂ'sprwide noe éxplanation whatsoever for how tbcy calculated those
alleged odds, but even accepting Plaintiffs’ figures, probabilitics of 1 iti 30,303 or 1‘ in 52,328 are
not particularly improbable (and certainly not “wildly” so). If Plaintiffs’ éﬁgina] odds of 1 in
90 miltion did ot cieate an inference of fraud, Plaintiffs’ drastically reduced odds do not.'

3. Plaintiffs’ Percentage Return Allepations Are Still Meung‘ gless. v

 Plaintiffs ignoté the fact that the Court found the 20-day-percentage-return
metric “‘mcaningleés” for most of the challenged grants. Order at 23 n.12." Plaintiffs continue to

| place substantial reliance on the percentage-raturn metric in the Amended Complaint and the

Opposition, but the analysis has become more confusing. As an initial matter, analyzing 20-day
percentage returns on eption grants (at least in the manner Plaintiffs do) compares apples to oranges.
The 20-day percentage return takes.g truncated “snapshot” of the stock’s performance; “annualizing”

that smapshot (as Plaintiffs purport to have dori) artficially and unrealistically assumes that the -

stock will per_form in exactly the same fashion over an éntire year. Plaintiffs thén compare that

13 Plajntiffs also argue that “at the rate of granting 32 options every six years, it would still take defendants 9,810 years
befare defendants’ pattern of hitting the monthly low prices would become statistically insignificant.” Opposition at4
n.5. That argument utferly misses the point. The question is not how long it would take for FS’s particular grant
dispersion to. become “statistically insignificant” (aterm, incidendally, that Plaintiffs do net botlier to defineand that has
variable meanings). The question is whether some compatiy, in the distribution of companies granting stock options,
would experience the grant dispersion F5 experienced purely ss & result of random chande. As discussed in F5's
Motion, not only is it not improbable (or “hugely suspicigus™) that sasme company would experience F5's grant
dispersion, it Is a virtual cetainty. See Motion at 8, That fact alone defoats any inferance of frand that can possibly be
drawn from Plaintiffs’ odds-based allegations. Plaintiffs fail to respond in dny way toF5's arguments on thik point.

¥ As the Court observed at otal argument, statistics alone are simply. not probative (in part because they can be casily
manipulated or skéwed). Moivover, because the Court rejected Plaintiffs’ generalizod statistical allogations and instead
applied a grans-specific “backdating” analysis, onty grant-specific odds are-cvon arguably relovant, -And, es the Court
has notod, the odds of a particular grant coinciding withi the lowest monthly stock price ate approximately | in22, which -
is not even romotely “improbable.” Order at 16:17; see also Openwave, 503 F, Supp. 2d at 1350 :

¥ See also In re Openwave Sys., Ine., No, C 06-03468 81,2008 WL 410259, *4.(N.D. Cal. Feb. 12, 2008) (citing this

Cowrt’s Order; dismissing plaintiffs’ putative derivative action for the second time). :
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contrivéd metric to the annual returns experienced by sharcholders, a completely differerit metric
that actually accounts for the normal “ups and downs” in-a company’s stock performance,'® |
Plaintiffs’ apples-to-oranges comparison is rendered even less iriformative by the substantial
volatility in F5’s stock price — assuming that any 20-day period should somehow reflect or follow
an annualized trend defies both logic and common sense. S‘aePMC—Siem, 2007 WL 2427980 at *4
(in light of high stock price volatility, it is “perhaps not surprising thaf plaintiffs were able to identify
numerous grants where the stock pnce was dramatically higher 20 days later, [but] there is nothing
magical about the number 20 that gives rise to a strong inference of likely backdating™). Moreover,
Plaintiffs fail to place the F5 percentage returns into the broader matket context, making the analysi§
even less reliable. See Openwave, 503 F. Supp. 2d at 1351 (“Here, the Complaint presents the
20-day cumulative retumns for each of the 21 questionable option grants, but does not compare them
to-any benchmarks. ... Instead, plaintiffs simply compare the 20 day return on the 21 particular,
handpicked options grants to the average Openwave stock performance®); Firisar, 2008 WL 131867
at *10 (no “statistical analy-sis. of the retutns on the option grants compared to markgf returns”),'’

- 4, FS Did Not “Admit” Exgaging In Megal “Backdating,”

- In addition to their flawed statistics-based theories, discussed shove; Plainiiffs continue to |

insist that S “admitted engaging in “backdating,” because FS-pyblicly announced-a financial |-~ - = < -

restatement. Opposition at 12, Again, F5’s restaternent was in no way an admission that

" In the Motion, F5 challenged Plaintiffs to-explain how they went about “ennualizing” the 20-day percentage returns

on FS’s option grants, In response, Plaintiff claim that, “to state the obvious,” they “multiplied the 20-day retumns in

order to detérmine what the annual or full-year return would be." Qpposition at 14 n.11, But Plaintiffs conspicuously

fail to identify what the 20-day returns were multiplied 4y, and the most logical multiplier — i e., 18.25, the number of
20-day poriods in a 365-day year — does not yield the “annualized” roturn mumbers Plaintiffs rely upon. Nothing about ‘
Plaintiffs’ statistical “analysis” is obvious, and Plaiitiffs persistently avoid explaining their methodolegy.

" Plaintifss' reliance on 20-day percentage retarns Is also grounded in the fundamental assumption that, if companies
have not “systematically taken advantage of their ability to backdate opHons within the 20-dey windows,” then there
should be no appreciabie difference between 20-day returns and annual returns, But the Merrill Lyrich study (on which

|| Plaintiffs’ entire case depends) found that fundeémental assumption nof to be true. To the contrary, Merrill Lynch |~

discevered that nearly all of the compaies it investigated — not just those companics Merrill Lynch concluded were
“at risk” of having engaged in “backdating” — “consistently genéraded excess returns [over the annual return) during the
20.day period following options grants.” See Mesrill Lynch Report (Supplemental Declaration of Brian D. Buckley
(“Supp. Buckley Dec.™), Ex. A) at 2. ki short, the Z0-day-pércentage-retirns metric is truly meaningless.
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“backdating™ (or any wrongdoing whé'tsaever) occurred at FS — in fact, F5’s Special Committes
concluded exaétly the opposite. See Note 5, supra; see diso PMC-Siefrq, 2007 WL 2427980 at *5
(“Tlius, the fact that PMC has admitted it erroneausly recorded some option grant dates does not -
create an inference that the challenged options were intentionally and fraudulently backdated™).’
Plaintiffs also erreneously claim that F5 failed to explam how the unreliable measurement
dates for certain of its option grants “did not result from backdating.” Opposition at 12:26 (citation
ofnitted). Not true. F5 specifically disclosed the reasqns it concluded that certain measurement
dates should not be relied upon. See Note 5, supra. See also In re MIPS Tech., Inc. Deriv. Liﬁé-,
No. C-06-06699 RMW, 2008 WL 131915, *9 (N.D. Cal. Jan. 11, 2008) (dismissing derivative suit
despite admission of “backdating™; cémpa‘ny’s “public filings plausibly explain the source of those
grants and why they were not backdated”). Aﬁd Plaintiffs claim thét F5 “did nothing fo remedy
those past errors.” Opposition at 12:26 (citation omitied). Also not true, F5 publicly disclosed the
cxtensik mmcdlal measuresit took in response to its intemnal investigation. See November 8,.200'6
F5 Press Release (Supp. Buckley Dec. Ex. B); see also Verisign, 2007 WL 2705221 at *17.1%
€. NoneOf The FS Grants Raises ‘A.nx‘lnfg‘ rence Of Backdating.
1 Plaintifis’ Ilustrative Grants (July 24, 2000) Were Not “Backdated.”

= *-Plaintiffs argue that the July 24, 2000 grants to defendant McAdam, “phucked from thelistof |+ ==

extraordinarily forfuitons grants at F5, demonstrates the strenigth with which plaintiffs have alleged
faets that support & strong inference of defendants’ backdating scheme.”  Opposition at 1 5:7-9.
In faét, Plaintiffs’ cenveluted discussion of the July 24; 2000 grants, which Plairitiffs hold up as
illustrative of “backdating,” actually betrays the fata] flaws in Plaintiffs’ overall methedblogy.
On July 19, 2000, F5 issued a press release announcing the hiring of John McAdam as F5s
new Presidentand CEO — the press release spociﬁcallfr disclosed that McAdam’s start-date would

" Plaintiffs also claim, without citation, that, “[nJot coincidentally; all of the errors in the measurement date of
defendants’ grants were to defendants’ significant advantage.” Opposition at 6 1.6 (citing Middlesex Ret. Sys, v. Quest-
Software, Inc., — F. Supp. 2d ~, No, CV 06-6863 DOC (RNBX), 2007 WL 3286784 (C.D. Cal. Oct. 22, 2007)).

There Is absolutely no evidencs in the record to support that baselcss statement. In addition, the Middlesex case

(on which Plantiffs rely throughout their Opposition) is ‘wholly inapposite because Middlesex was a putative class

action case, no! a derivative case, and the Court did not even purpost to address demand-fitility concepts,
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be July 24, 2000. Supp. Buckley Dec. Ex. C; Opposition at 15:11-12, In connection with his hiring,
McAdam r‘eccivcd two option grants, one grant for 645,000 options priced at $42.56 (F5’s stock
price on July 24, 2000) and one grant for 50,000 options priced at $1.00. AC{78. McAdam
disclosed the first grant (via Form 3) on August 2, 2000, and the second grant (via Form 4)
on October 4, 2000, Jd. (These grants occurred in the pre-Sarbanes Oxley era, when option grant
rcciﬁients were afforded a longet reporting period.)

‘Plaintiffs make much.of the fact that the July 24, 2000 stock price “was the fowest closing -
price for the month of July.” Opposition at 17 10. But Plaintiffs completely dxsregard the pivotal
fact: the July 24, 2000 measurement date was disclosed in advance to the public. It is impossible
for that date to have been chosen retroacuvely. See, e.g., Finisar, 2008 WL 131867 at *7

|| (“That August 31, 2005 was the date [defendants] joined the board supports a conclusion that that

date was the proper measurement date for their grant and weighs against an inference of backdaﬁné
absent particularly pleaded facts showing that the grant date is not the proper measurement date.
Moreover ... there is an inference that backdating did not occar becmée; the August 31, 2005
grant date was announced in sdvance”) (emphasis added); CNET, 483 F, Supp. 2d at 959

{1 (“This grant, however, was tied to an event af the company & and was not selected. randomly”).

Moreover it is reasonable and logical to assume thax F5°s stock price — which had: been volatile and’
had just experieticed a steep drop in value (see AC 1[ 79)— climbed immediately followmg July 24,

2000 specifically hecause F5 had a new, accomplished CEO on board, and the market was trading

on the strength of that event. But when F5 pre-disclosed July 24, 2000 as McAdam's start date, the
Company could not possibly have known that the stock pﬁqe on that date would be at a marithly low.

With regard to the grant of 50,000 opﬂbna, it ﬁxakés 1o sense to refer to 'the price of those |
options as “backdated,” because the grant was not pnced at the July 24, 2000 stock price ($42.56).

The grant was priced arbitravily at $1:00. Note that, in discussing the July 24, 2000 grants to |

McAdam, Plaintiffs say nothing about those grants being priced below fuir market value, Thatis
because neither grant was issued pursuant to F5’s normal Stock Option Plans (some of which
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required pricing at 100% of fair market value, some of which did not). The July 24, 2000 grants to
McAdam were issued pth to their gwn stand-alone stock option plans. See 2000 Form 10-K
(Goodman Dec. Ex. A) (“In July 2000, the Company’s Board of Directors adopted two nonqualified
stock option plans (the ‘McAdam Plans’) in comnection with hiring John McAdam ...”)."?
Importantly, neither of the McAdam Plans reqiired the aptions to be priced ai fuir market value,
See Supp. Buckley Dec. Exs. D and EZ® _ | A

" Because the July 24, 2000 grants were issued pursuant to stand-alone stock opﬁoit plans,
those grants do not implicate any of Plaintiffs’ theories regarding F5 allepedly having violated the
fair-market-value requirements of the Compansr’s Stock Plans (or allegedly contradicting public
statements regarding its options granting practices). As the Court bas recognized, “there is nothing

‘per se impermissible with “in the-money options®” (Order at 11:22) — the only issue, therefore, is

whether the July 24, 2000 grants were properly disclosed and accounted fo;' . As discussed above,
there can be no legitimate disptite that the grants were properly disclosed. And Plaintiffs do noteven
allege, lot alone support with particularized facts, that the July 24, 2000 grants to McAdam were not

properly gccounted for, or that those grants were among the grants underlying F5’s restatement. [~ -

¥ Trie to form, Plaintiffs attach nefarious intont to the fact thatthe McAdam Plans were not diwloséd unti} F5 filedits |- -

2000 Form 10-K. on December 13, 2000, Oppogition at 16, But Regulation S-K, Hem 601 proyides that eopies of

‘material contracts should be attached to thie Form 10-Q oF 10-K for the period in which the contracts were executed, <[+ 7" w7 e s

See 17 C.F.R. § 229,601(a)4). F5's fiscal year ends in Septémber, so the McAdam Rlans were executed inthe fourth
quarter (July) of F5°s fiscal year 2000, No Form 10-Q is filed in the fourth quarter, so the McAdam Plans were properly:
disclosed with F5’s 2000 Form 10-K. Plaintiffs also assign fraudulent motives to the alleged fict that the specific prices
ofthe July 24, 2000 grants were not “revealed” until January 24, 2001 (when ES filed its amended 2000 Form 10-K/A).
Opposition at 16:16. But the prices of McAdara's options were expressly disclosed in the ternis af the McAdam Plans.
More to the point, when those prices were specifically disclosed is ufterly irrelevant becayse, as discyssed above, the
prices cammot have been“backdated.” Finally, Plaintiffs state th the McAdam planis, “although undated, stato that they
were ‘entered into as of July 24, 2000.™ Opposition at 16:6-7.. But Plainitiffs offer no evidence — only their own self-
serving skepticism — that F3 did net, in fact, adopt the McAdum Plans as of McAdam's pre-disclosed start date,
Finisar, 2008 WL. 131867 at *7 (“That August 31,2005 was the date [defendants]joined the board supports a conclusion
that that date was the proper measurement date for their granit and weighs against an inference of backdating ...™).

® plaintiffs also attempt fo dismiss the fact that the July 24, 2000 grants to McAdam were subject to vesting
roquirements by arguing that “regardless of when the options vested, the Company was harmed because the accounting
treatment for in-the-money grants applies immediately.” Opposition at 16 n.15, But, again, Plintiffs fundamentally

mischaracterize the issue before the Court: the issue-is not whether improper accounting of stock options may cause |
“harm” to & company (in the form of a financial restatement); the issuc is whether there is particularized evidence that .

the company's management intentionally ehase incorrect grant measurement dates. Given that the only conceivable
motive for engaging in such fraudulent conduct is to enrich the grant recipients, the fact that options are subject to
extended vesting requiremerits makes enrichment inherently uncertain and, therefore, undercuts an inference of intent.
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See PMC-Sierra, 2007 WL 2427980 at *5 (“Furthermore, pAlaintiffs have drawn no nexus between
the option grants they are chaﬂangmg in this action and PMC’s ‘admisston’ [i.e., restatement] -
plﬁi’i:ﬁﬁ's, do not appear to be contending that these grants are necessarily the ones with which the
internal investigation found fault”). ' ' “

Finally, the July 24, 2000 grants also vividly fllustrate Plaintiffs’ inability to plead with
particularity which Director Defendants allégedly approved which of the challenged option grants.
Plaintiffs state, withou,t'ditaﬁon or support, that “Defendants Higginson, Guelich and Grinstein were
onthe Compensation Committee responsible for making [the July 24, 2000] grant[s] ta McAdam.”
Opposition at 15 n.13. But F5’s 2000 Form 10-K states that "‘tﬁe Company’s Board of Directors”
adopted the McAdam Plans., Opposition at 16:1 0 And the McAda;n Plans themselves were signed
only by then-Chairman Jeffrey Hussey, who is #ot one of tlic Director Defendants who matter for
demand-futility purposes, See Supp. Buckley Dec. Exs. D and E. Inshort, Plaintiffi cannot link the
F5 Director Defendants to approval of the challenged grants, because there is no evidence any of
those Directors “chose the date on which allegedly backdated options were to be granted.”
See Order at 21:2. Thus, for all the dust Plaintiffs kick up regarding the July 24,2000 grants, there is |
abspiutely neothing to suggest improper conduct in connection W1th those gmnts RS
""7"20  The Thiee “Key” Grants Were Not “Backdated” =~~~

Consistent with the Court’s Iﬁbﬂaqdoiﬁgj in the Order; there.are only three “key” grants in

which at least three of the relevant Director Défendants received options: January 1, 2001; April 20,
2001; and Mayvﬁ, 2002, There is no inference to be drawn that those grants were “backdated.”
a. January 1, 2001 Grant |
Ttis apparent from Plaintiffs’ confusing response that they did not understand F5"s ana!ysxs
of the January 1, 2001 grant. See Motion at 18-21. Plaintiffi claim that the only-taxplmuon for the. |

||Jarivary 1, 2001 grant coinéiding,withthc lowest monthly stock price is intentional “backdating.” |

As an initial matter, the oddsare 1in22 that result ocourred purely by chance. More to the point, in
jts Motion, FS5 set forth an alternative scenerio that would have resulted in F5 innocently and |
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appropriately choosing the lowest monthly price as the grant date. The SEC has recognized thata
company may properly price an option grant pursuant to a formula, Seé September 19, 2006
Guidance Letter from SEC Chief Accountant (“SEC Guidance Letter”) at 7 (Buckley Dec. Ex. 0).%!
The SE‘C described, as an example, a formula by which the option grant price is the lowest stock
price during a 30-ddy period. Jd. Another example would be a formula by which the grant price is
the lower of the stock .pricesA on two specific dates (Such as the first day and the last day of the
month), The point is, according to the SEC, it is not improper “backdating” te Adopt‘ a
non-discretionary formuia whereby the exercise price of an oj:tion is chosen qfter the stock’s actual
perforniance is known. That approach merely f.equires the comipany tq employ variable accounting
un'tii the grant measurement date is fixed. /d. '

With regard to F5's January 1, 2001 grant, the most plausible, reasonable, and logical
scenario Is this: As disclosed in F5's public filings, the Company adopted a now-discretionary plan
to grant options to non-employee directors in January of sach year. See Motion at 18. Pt-ior. to
J anﬁary 2001, the Company also adopted a non-discretionary formula, pursuant to which the grant .

date for the January 2001 grant would be the Jower of the stock price on January 1 or January 31 B
|| F5’s stock ptice rose during January 2001, - See Opposition at 22:1-2. 'Ihereforc,pﬁrsumt-to-the Jo
noti-discretionary formula, the January 2001 option grant Aad to be priced as ofJar'-iuary 1, 2000, | e v e

That day, howéver, was not a trading day; consequently, the market price of F3's stock on January 1
defaulted to the last trading day, December 28, 2000, when F5's stock price was $9.50, See CNET,
483 F. Supp. 2d at 960 (“Mere reliancé on the numbers is not. sufficient when plaintiffs are
confronted with a legitimate, judicially-noticeable explanation for the grant date™). |

2! Plaintiffs note for the Court that the.SEC Guidance Letter was issued “almast seven years after FS"s January 1, 2001
option grant and the Letter “does nat even mention this grant.” Opposition at20 n.19. FS would have thought it obvious
that the SEC Guidance Letter was issued to provide gencial guidance on options dating ‘practices (indeed, even
cursory veview of the Letter itself makes that clear). FS5 has nover suggested that the Letter was issued to F5, or issued

|| specifically to address the January 1, 2001 grant,

2 plaintiffs inappropriately. argue that “{i]f there was a formula, deferidants would certainly know that it existed and
wauld says0.” Opposition at20:9-10. F5has only introduced facts reforenced in the Amended Complaint or of which
the Court can take judicial notice, Plaintiffs clearly know that if the January 1, 2001 grant was, in fact, issued pursant
to: formula, exactly as set forth above, F§ would be precluded from informing the Court of that fact in this context.
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If the January 1, 2001 grant was, in fact, issned pursuant to a non-discretionary formula,
then the only issuc is whether F5 ptoperly applied variable accounting to the grant until the
measuremient date was set. SEC Guidance Letterat 7.2 Plaintiffs do net even allege that F5 failed
to properly account for the Ji anuary 1,2001 grant. Indeed, it is impossii:le for Plaintiffs to establish |
any nexus between the January | grant and FS's restatement of its financials. PMC-Sterrg, 2007 WL
2427980 at *5. (It is worth nating, however, that when F5 publicly disclosed the reasons for its
restatement, F'5 did #oz disclose any accounting issugs involving nen-discretionary pricing foxmulas‘;
the only evidence before the Court suggests, therefore, that the January 1 grant was properly
accounted for.) Moreover, even if F5 etred in 'its variable accounting, that would simply reflect
“sloppy accounting practices not rising to the level of fraud.” CNET, 483 F. Supp. 2d at 955.
Plaintiffs have raised no inference that the January 1, 2001 grant was “backdated.”

b.  April20.200] Grant |

Plaintiffs continue to defend their position that the April 20, 2001 grant was “backdated.”
This grant demonstrates that Plaintiffs* “backdating” accusations are not based on any cohesive, or
even .logical, methodology. Under Plaintiffs’ theory, any grant that precedes an appiéciablg rise in
stock price was, automatically and by definition, the product of fraud. . The Court should réject. | .

‘|| Plaintiffs’ challenge of the April 20,2001 grant on the basis alone that it cledrly proves toomuch; |- = gen et e e

Plaintiffs also half-heartedly contest that the April 20, 2001 grant was the product of F5's
nondiscrefionary plan to grent options to on-employee dircctors on the date of FS's Anmual |
Meeii’ng; But all of the publicly disc'lused evidence campels exactly that conclusion, See Motionat |
21-22, Given that the date of F5’s 2001 Anmyal Meeting (April 20, 2001) was disclosed in advance,

% plaintiffs argiic that even if the January 1, 2001 grant was issued pursuant to a non-discretionary formula, it WOi{ld
still have violated the 1998 Stock Plan’s réquirement that options be priced at not less than 50% of fair market value on
the grant date. Opposition at 19-20, Byt Plaintiffs fundamentally misapprehend how the priciog formula operaes.

Under & formulg, like the ono discussed above, the grant date is the date ultimately detérmined: by the formula: -| - -

Consequently, by definition, the options aie priced at fair market valus on thie grant date (oncé that date is.set). Evenif |
that were not the case, F5's stock price on January 31, 2001 was $17.00 and the grant prico was $9.50, which.is not less
thian 50% of $17.00. Therefore, even under Plaintiffs* flawed conception of the issug, the January 1, 2001 grant would
not have violated the 1998 Stock Plan. . c o
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it is simply not plausible to suggest that F5 retroactively chose that date to price options (especially
becauge it was hot a particularly favorable date). MIPS, 2008 WL 131915 at *9; Finisdr, 2008 WL
131867 at *7. The April 20, 2001 grant was not “backdatod.”
c. May 6, 2002 Grant

The C‘ourt alrcady rejected Plaintiffs’ position that the May 6, 2002 grant was “backdated,”
Order at 15-16, and Plaintiffs have- offered no - new facts or arguments to save it frorn extlnction
Plaintiffs’ only basis for labeling the May 2002 grant as “backdated” is that it was pnced at§11.12,
the lowest closing price of the month for F5°s stock. As the Court noted, the odds of thaf occurting
by chance are an uncontroversial 1in 22. Order at 16:17-18, (The Court also noted that the return
on the May 2002 grant was only a meager 7.2%. Id._)v More importantly, the May 6, 2002 grant was
issued under F5's 1998 Stock Plan, which allowed grants to be priced at no less than 50% of fair
market value. Twenty days afier the grant, E5s stock price was $11.93, and the stock price was
$12.16 when the grant was first disclosed to the SEC (AC 1[ 86-87) — both of those prices are
within 50%.of the $11.12 grant price. Thus, even if Plamtlffs were carréct that the May 2002 grant

|| was priced at less than 100% of fair market velue on the. grant date (though Plaintiffs offer ne facts .| o
to-support that contention), the 1998 Stock Plan was not violated, See Orderat 1624 .. .| ..
- =~ Plaintiffs also argzle‘fhat"Defendants may not “rewtite hiswty {0 say th‘af( they granted om g r| e e e

different date,” Opposition at 24, because the grant date impacts the proper accounting to be applied.

{ Id. a1 24 n.25, But Plaintiffs éﬂ‘er,uo facts, particularized or otherwise; to suggest that the grant was

not, in fact, made an May 6, 2002. Moreover, Plaintiffs do not allege in the Amended Complaint,
and certainly cannot establish, that the May 2002 graﬁt was not properly accounted fbr. Plaintiffs
imply that the:grant contributed to F5’s restatement (id.), but plead #10 nexus between the two events.
PMCSierra, 2007 WL 2427980 at *S. The May 6, 2002 grant was not “backdated.™

priced at 100% of fair market valug, Opposition at 24. That-is patently false, Neither of the Proxy Statements that
disclosed the May 2002 grant represented that the grant was made at 100% of fair market valve. Sez'Motion at 23,
And the fact that the grant was priced atthe May-6; 2002 stock price cannot be censtrued as an affirmative represmmtxon
that the chus:n price was 100% of fair market velue.on the grant date.
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3. The Remsaining Five Grants Were Not “Backdated.”

In its Order, the Court correctly ruled that Plaintiffs have not adequately pled any Director
Defendant’s involvement in, or awareness of, “backdating.” Order at 20:25-21;1-9. ‘And, as the
Court recogrized, it is axiomatic that mere approval of option grants or the threat of personal
liability is inadequate to establish demand fufility. Order at20-21. In light of those rulings, it is not
nccessaiy for the Court to analyze the remaining grants in which fevw;'cr than three of the relevant
Director Defendants received options, because there is no basis on which the requisite number
of Directors could be interested in those grants. Nevertheless, Plaintiffs have still failed to plead any
inference that the remaining non-“key” grants were “backdated.”

a. Octgber 1, 1999 Grant

Plaintiffs do not deny the fact that they lack standing to derivatively challenge the October 1,
199§ grant to Amdahl (not a relevant Director Defendant) because none of the Plajnﬁﬂ'é were F5
shareholders in October 2000, See RCW 23B.07.400(1). And contrary to Plaintiffs? assertion,

Defendants do not “implicitly admit” this grant was “backdated.” Opposition at 30:18. Plaintiffs’

only bases for challéngir-xg this grant are that it was issued at the second-lowest monthly stock price-

b 27,2001

Plaintiffs continue to challenge the April 27, 2001 grant to McAdam, despite the factthat this |

grant was priced at the thirfeenth-lowest closing price for the month, Plaintiffs* assumption that

|| this grant was “hackdated™is based purely on the fact that F5’s stock price rose following the grant.

As discussed above, that theory would mean that every grant with positive post-grant percentage
returns was, by definition, fraudulently “backdated.” That position is untenable. Morcover, had
FS really i{%‘c'!d,‘?d to “backdate” this grant, it could bave chosen from multiple more advantageous
dates in the same time-frame, See Orderat 15; chartst ACY84, .

1t is also important to recall that ﬂ'\e Octpber 1, 1999 grant ocourred shortly after FS' June 4, 1999 IPO, in a periad
when F57s stock price soared from $14.87 to $114.00, 50 the rise. in stock price-after the grant is not surprising;
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c. February 10, 2000; May: 8, 2003; April 30, 2004 Grants

Piaintiffs’ only bases for challenging the February 10, 2000; May 8, 2003; and April 30,
2004 grantsis that those grants were priced at the Jowest, second-lowest, and Jowest monthly closing |
prices, respectively. Plaintiffs refer to the “long odds” of an exercise price coinciding with a
monthly low (see, e.g., Opposition at 26:11; 27:11), but the odds are not “leng™ at all. As discussed
in the Metion and above, Plaintiffs’ generalized statistical theories do not support any infefence 6f
“backdatinng”; therefore, as the Court concluded, each grant must be analyzed independently.
The odds of randomly pricing options ata ﬁlonthly- low are 1 in 22, and the Court has already ruléd
that “this alone is not sufficient to show with particé[arity that the option was backdated.”
Order at 16:15-17. The Amended Complaint contains not one new fact regarding any of these
challenged grants that would cofpel the Court to reverse its prior rulings.

D. Pleintiffs’ Generalized “B

| The Court previously rejected Plaintiffs’ general allegations that the Ditector Defendants are
interested, or failed to exetcise valid business judgment, becauss the Directors allegedly approved .
“backdated™ options or signed allegedly fulse financal statenents. See Motion at 27-28. AndasF5.-
has analyzed, the Amended Complaint did nothing to substantively bolster those allegations. 1.

Plaintiffs’ Opposition hxghhghts that reality because Plaintiffs do not discuss a single’ new: fact | - o

regarding the rcle any Directot Defendant played in alleged “backdatmg 26 Instead, Plaintiffs
complein that, “[a]t ‘the pleading stage, without agcess to the minutes of F5's Board and
Compensa‘ti‘on Meetings, defendants’ calendars and ¢-mail cerrespondence, -plaintiffs are
absolutely incapable of pleading” particularized facts to support their demand-futility arguments.
Opposition at 29:21-23. Apparently, under Plaintiffs’ approach, a putative derivative plaintiff
should always be granted full discovery before the plaintiff is required to plead demand futility.

Like all of Plaintiffs" theories, that argument turns the derivative process completely onitshead, |

* Plaintiffs also renew thair argument that the F5 optxon grants were ultra vires. Opposition at 34-35. The Court
rejected that argument because it assumes- “backda g” oceurred, which Plaintiffs have not shown, Order at22n.]1..
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II. CONCLUSION

In MIPS, the Court dismissed a puitative derivative action filed by the same counsel
representing Plaintiffs here and based on virtually identical theories. The Comt noted that the
“sensitive [demand futility] inquiry is not amenable to ‘boilerplate’ pleading” and that “demand |
excuse requires partioularized favis, not stray inferences.” 2008 WL 131915 at *7-8. The Finisar
Court rejected the same sort of “boilerplate” complaint filed by t_he saime counsel, noting that
“the burden rests on plaintiffs to demonstrate demand is futile based. on particularize factual
allegations, not by speculaﬁon.f’ 2008 WL 131867 at*11, And the Openwave Coui't-ha’s now twice
dismissed the same speculative arguments asserted by Plaintiffe’ counsel (relying, in part, on this
Court’s Order). 2008 WL 410259, In short, Piaintiﬁ‘s’ flawed theories and methodologies have
been repgatedly rejected by the courts, including this Court. Because the Amended Complaint adds
nothing to fix those theories, the Amended Complaint should be dismissed with prejudice.

RESPECTFULLY SUBMITTED this 19™ day of February, 2007.

S DLAPIPER US LLP-

Stellman Keehnel, WSBA No. 9309
Brian D. Buckley, WSBA No, 26423
Christopher M. Huck, WSBA No. 34104
Russell B, Wuehler, WSBA No. 37941

701 Fifth Avenue, Suite 7000
Scattle, WA 98104-7044
Telephorie:  (206) 839-4800
Facsimile:  (206) 839-4801

E-mail: brian.buckley@dlapiper.com

Attorneys for Nominal Defendant F5 Networks, Inc.
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655 West Broadway, Suite 1900
San Diego, California 92101-3301
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Email: bennyg(@esgrr.com
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321 North 80th Street

Seattle, WA 98103
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10205 North Pennsylvania Avenue
Oklahoma City, Oklahoma 73120
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Klrk Robert Mulfinger .
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Bellevue, Washington 98005
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Kip B. Shuman
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" SHUMAN & BERENS, LLP
801 East 17th Averiue
. Denver, Colorado 80219
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